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Chapter 8 


Obtaining a Pension: Coverage, Portability, 
and Vesting 


INTRODUCTION 


The Commission recognizes two goals for income in retirement: 


1. There should be some minimum floor of protection below which no 
person's income is permitted to fall. 


2. Income after retirement should bear a reasonable relationship 
to income before retirement, so that the standard of living 
acquired during a person's working years can be continued. 


Government has three distinct roles in the achievement of these 
goals. 


We have seen how the anti-poverty role of the government is re- 
flected in the provision of such programs as OAS, GIS, and GAINS, in 
order to ensure a minimum income for the elderly. 


The government's social insurance role is reflected in the Canada 
Pension Plan which serves to replace a portion of pre-retirement income 
for virtually every member of the labour force. 


At present the OAS and CPP together provide a gross payment in 
retirement of about 40 per cent of earnings for those at the Average 
Industrial Wage level. Most people would agree that without some 
additional income most individuals will be unable to maintain their 
pre-retirement living standard. 


The third role of the government is not one of compulsion but an 
incentive role. This role has been undertaken for retirement income 


primarily through income tax incentives. Thus we find tax legislation 
providing deductibility for employer and employee contributions to reg- 
istered pension plans, individual contributions to Registered Retirement 
Savings Plans, and employer contributions to Deferred Profit Sharing and 
similar plans. There are also exemptions for tax purposes of pension 
income up to $1,000, dividend and interest income up to $1,000, and 
capital gains on a principal residence. 


The question then is whether these incentives are effective in 
assisting the individual to obtain retirement income sufficient to 
satisfy the second goal. Or, as it is expressed in the Commission's 
terms of reference, we must: "examine the terms and conditions of 
existing retirement pension plans and arrangements, to evaluate their 
effectiveness in terms of present social and economic circumstances...." 


COVERAGE 


The first way of assessing the effectiveness of incentives is 
to look at how many people out of the possible maximum are actually 
included in employment pension plans, RRSPs, or other such arrangements. 
For this purpose it is necessary to determine the potential coverage, 
or "target population." Those government programs which provide a 
minimum floor of protection are directed at those aged 65 and over, 
and can be said to be universal in that they cover all those who satisfy 
minimum residence requirements. On the other hand, pension plans - 
both the Canada Pension Plan and employment pension plans - are related 
to work-force participation. Of these, the CPP is aimed at a larger 
"target population" since it covers the self-employed, while employment 
pensions do not. Employment pension plans therefore should be assessed 
against a smaller target population - that is, all workers in paid 
employment. 


When considering retirement income beyond the minimum floor of 
protection, it is necessary to distinguish between the non-working 
and working segments of the population. We recognize that the split 
of CPP credits on divorce and the possible inclusion of unpaid family 
workers create exceptions, but shall deal with this point elsewhere. 
Thus, the Commission defines the target population as all those in the 
paid work-force between the ages of 18 and 65. This is virtually the 
same as the Canada Pension Plan population, and is the group to whom 
the net replacement approach for income in retirement is of special 
concern. 


However Since we are concerned with what retirement income the 
work-force may expect at retirement and because employer-sponsored plans 
are encouraged by tax incentives, it 1s important to consider these 
plans in detail. Before proceeding to examine how well or how badly any 
specific goals are being met, it would be well to state an elementary 
but often neglected fact about the mechanisms under discussion: the 


"private pension system" in fact is a misnomer. Critics accuse it of 
failing to provide satisfactory coverage of the work-force, of virtually 
excluding part-time, short-service and young workers, and of producing 
less than it promises for many of those who are covered. We must ask, 
however, how the notion of "system" can be applied to the existing 
conglomeration of independent pension arrangements - all established 
voluntarily over a period of many years, and each reflecting a different 
perception of the employer's priorities. When the CPP was introduced to 
provide a universal compulsory plan, the Ontario government moved away 
from further compulsion by repealing the basic minimum plan it had 
mandated for all employers with 15 or more employees. Since then, 
employers have been free to develop employment pension plans as they 
wished. The results of this freedom for employment pension plans are 
examined closely in this and subsequent chapters. Other forms of 
incentives and their effects are discussed in less detail, but they 
serve to remind us that employment pension plans are only one way of 
providing replacement income in retirement. 


Consumer Survey 


In approaching the question of coverage, the Commission had fre- 
quent recourse to data from its Consumer Survey (published in Volume 
ViEtbjras well as from official*statistics “and special studies. Et 
was therefore important to consider how accurately the survey sample 
represented the Ontario population in terms of participation in the 
labour force and composition of the labour force itself. Relevant 
results are set out in Table 1. 


Table 1 
Employment Status of Survey Sample Population 


Number Per cent 
In the labour force . 
Employed 505 50 
Unemployed 85 - 
Laid off/on strike 15 2 
On vacation/ill 70 zi 
Total 564 ey) 
Not in the labour force 
Retired 165 17 
Students 38 3 
Homemakers 216 aN 
Other 19 2s 
Total 433 P84 3 
Did not state status 1 = 
Total 998 100 


Source Royal Commission on Status of Pensions in Ontario, Consumer 
Survey, Table 3 


Of 564 respondents who stated they were in the work-force, ll 
per cent were self-employed; 62 per cent were employed in the private 
sector, and 16 per cent in the public sector. Of the 505 respondents 
who were actually working at the time of the survey, 85 per cent were 
employed full-time (compared with Statistics Canada's 86 per cent of 
those 15 years and over). Those not working because of unemployment, 
temporary layoff, strikes, vacation, or illness totalled 10 per cent 
of the work-force. Part-time workers represented 15 per cent of the 
work-force (compared with Statistics Canada's 14 per cent for those 
15 years and over). Roughly two-thirds of the work-force was male. 
Unemployment, however, was divided almost equally between males and 
females, reflecting a higher-than-average rate of unemployment among 
women. 


The Commission was satisfied, therefore, that the results of the 
Consumer Survey were sufficiently representative to be useful in assess- 
ing the conclusions of other studies carried out for the Commission on 
coverage of registered pension plans and Registered Retirement Savings 
Plans. 


COVERAGE AND THE REGISTERED PENSION PLAN 


Coverage for our purposes involves determining how many in the 
target population are actually members of plans. The target population 
for Ontario has been carefully detailed in the study undertaken for 
the Commission by Harry Weitz, former head of the Pension Statistics 
Division of Statistics Canada (see Volume VIII). The target population 
for Ontario, as directed by the Commission, is as close as possible to 
the total work-force in Ontario and includes part-time workers. It 
approximates the membership of the Canada Pension Plan which, as a 
compulsory program, has reached 96 to 97 per cent of the work-force 
(Canada less Quebec). Similar coverage rates apply to Ontario workers. 
Tne Commission has followed the usual approach of excluding from the 
target population unpaid family workers, so that we are discussing an 
earnings-related entitlement to retirement income over and above direct 
payments from government programs. 


Overall Coverage 


The Weitz study shows that 50.4 per cent of our target population 
in Ontario was enrolled in employment pension plans.(1) Of these about 
60 per cent were men and 40 per cent women. If we remove from these 
figures the public sector where overall coverage is 94.8 per cent (with 
female work-force participation greater than for men) we find that about 
50 per cent of the men and about 22 per cent of women working in the 
private sector are covered by an employment pension. Some of these 
workers (primarily women) will be in part-time employment. Results of 
the Consumer Survey are much the same: 54.1 per cent of employees 


worked for a present employer having a pension plan and about 49 per 
cent were eligible to join the plan.(2) 


Coverage by Age and Sex 


Of particular interest in the Weitz study is the breakdown of 
coverage by age groups in contributory plans for both public and private 
sectors. As the data were obtained from tax deduction statistics, no 
Similar data are available for non-contributory plans. Weitz suggests 
that more workers in younger ages would be in non-contributory plans 
Since membership is usually automatic upon employment. The statistics 
in Table 2 are from the Weitz study. 


Table 2 
Participation in Contributory Employment Pension 
Plans in Ontario, by Sex and Age Group, 1976 


Covered workers 


Male Female Both 

(Per cent) 
18-24 291 24.6 Za) 
25-34 54.8 47.5 5220 
35-44 63.3 34.8 52.3 
45-54 67.4 45.3 5975 
55-64 SO e5 44.0 68.1 


Source Royal Commission on the Status of Pen- 
sions in Ontario, H. Weitz, "Pension 
Coverage and its Potential in Ontario." 


The higher percentages for the combined age group 45 to 54 and 55 
to 64 probably reflect the fact that job mobility declines with age, so 
that older employees are more likely to fulfil service conditions for 
eligibility, and that concern for pensions is more widespread in firms 
with relatively more workers over age 45. The male coverage trend 
increases steadily from 18 to 64. Female coverage falls off between 
ages 35 to 44, reflecting both the effect of child-rearing and the 
prevalence of part-time and short-service work patterns among women. 
The slight decline in female coverage between ages 55 and 64 may be a 
reflection of women joining the work-force at later ages when they are 
no longer eligible to join a pension plan or are disinclined to do so 
where joining is voluntary. Weitz also points out that the higher 
rate for women between 25 and 34 as compared with the 35-44 group may 
be an emerging pattern in which fewer women cease work completely for 
child-rearing. However it may also reflect postponed child-bearing 
and a consequent increase in the number of women who meet eligibility 
requirements for pension membership (age or service) before they leave 
the+Labour force. 


Eligibility 


Participation in a pension plan is not always a condition of em- 
ployment, although in non-contributory plans membership is usually 
automatic. All the larger contributory plans in the public sector are 
compulsory. In the private sector about two-thirds are compulsory. 
Most private sector plans have some age or service requirement for 
entry. Weitz notes that such requirements usually are service of a year 
or less. 


No statistics are available to show how many employees refuse 
to join voluntary plans. Weitz notes that a study made before the 
introduction of the CPP revealed about 2 per cent not joining when 
eligible. Our Consumer Survey shows ranges of from 1.1 per cent to 2.9 
per cent of eligible employees refusing to join.(3) The information is 
inconclusive and the Commission is of the opinion that these numbers 
could vary widely with economic circumstances and according to employee 
perception of pension plans as good investments. 


In general Weitz doubts that eligibility provisions significantly 
inhibit participation, although membership is confined largely to em- 
ployees between 18 and 65. 


Coverage by Sector 


We have noted that coverage in the public sector is almost com- 
plete; accordingly, the lack of coverage is mainly in the private sec- 
tor. Of interest therefore is the incidence of coverage in various 
industries and occupations. The Commission's Consumer Survey provided 
some indication of coverage by industry, though some caution should be 
exercised in considering the results because of the small cells of the 
various industries in the sample. (4) 


The figures in Table 3 do confirm that highly unionized industries 
Such as mining, forestry, transportation, and manufacturing are likely 
to provide pensions while wholesale and retail trade qoerators who tend 
to be small and utilize part-time labour are not. Average coverage 
figures therefore are meaningless for a perception of the situation in a 
particular type of employment. Plans are also concentrated among large 
employers. In Canada in 1976 there were 600,000 business entities but 
only 16,000 registered pension plans. A similar ratio would apply to 
Ontario. 


Employment Patterns 


Most part-time workers are not included in employment pensions in 
either public or private sectors. Part-time workers are defined here as 
those working less than 30 hours a week regardless of the regularity 
of employment. Nearly 10 per cent of paid workers are classified as 
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part-time; most are women. Table 4 shows the incidence of part-time 
employment for males and females in both public and private sectors. 


A little under 4 per cent of men work part-time in both sectors 
combined. Of women employed in the public sector nearly 14 per cent 
work part-time; and of those in the private sector 20 per cent are 
part-time. The exclusion of part-time workers from employment pension 
plans primarily affects female workers. An indication of that relation- 
ship can be found in the higher utilization of GIS by women 65eahndvover 
compared to Inen. 


Of importance for both men and women is that coverage moves up 
significantly only in the later working years (Table 2). Since benefit 
accrual over 25 to 30 years is assumed in most plans, a coverage figure 
of even 80 per cent between ages 55 and 64 may not mean a correspond- 
ingly high level of pension entitlement. 


Workers in Ontario Without Employment Pension Coverage 


Participation in employment pension plans in Ontario has grown 
significantly in absolute numbers from 1,222,000 at the beginning of 
1969 to over 1,600,000 in 1978. However this growth is little more 
than a reflection of the increase in paid workers. As a result, the 
proportion of all paid workers in Ontario participating in employment 
pensions has remained constant at about 47 per cent. 


The Canada Pension Plan was introduced in part to solve some of the 
coverage problems of the other 53 per cent but in 15 years it does not 
appear that there has been much progress through coverage in employment 
pension plans towards the goal of replacement income in retirement. 


Weitz identifies the 2,101,000 workers in Ontario in 1976 without 
employment pension coverage as follows: 


Unpaid family workers 34,000 
Unemployed 242,000 
Self-employed 271,000 
Uncovered paid workers 1,554,000 
Public sector 33,000 
Men 29,000 
Women 4,000 
Private sector 1 52-000 
Men 779,000 
Women 742,000 
2,1.01., 000 
Total labour force, 1976 3,931 ,000 
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Of very great significance is the fact that the uncovered paid 
workers represent nearly 75 per cent of the over two million workers 
in Ontario not in an employment pension. In addition, most of the 
unemployed group are candidates to swell the ranks of the uncovered 
paid workers. While people are unpaid family workers or unemployed they 
are not covered by the Canada Pension Plan and therefore do not form 
part of the Commission's target work-force. Of the self-employed who 
are in the Canada Pension Plan, many are said to avail themselves of the 
opportunity provided by Registered Retirement Savings Plans. Similarly 
it is argued that many employees who are not in pension plans are in 
RRSPs and so are covered for retirement income. We therefore examined 
the extent of coverage by RRSPs and its effect on overall coverage for 
paid workers. 


COVERAGE AND THE REGISTERED RETIREMENT SAVINGS PLAN 


Like the registered pension plan, the RRSP is earnings-related. 
For tax purposes the registered pension plan seems to be considered 
the prime vehicle for retirement income, with RRSPs, Deferred Profit 
Sharing, and similar plans as adjuncts. Income tax rules allow con- 
tributions to RRSPs to the extent the maximum deduction is not used for 
pension plan contributions. The original purpose of the RRSP was to 
provide an incentive for retirement savings to the self-employed and 
others without access to a pension plan. However the great growth 
in RRSPs in recent years has included "dual contributors," that is, 
contributors to both a registered pension plan and an RRSP, to the 
extent of 40 per cent of all contributors in 1976. Coverage by RRSPs 
therefore can be assessed against the Commission's "target population" 
of paid workers in Ontario. 


A study of RRSPs prepared by Harry Weitz for the Commission is 
published as a background paper in Volume VIII. Following are some 
highlights from that study. 


In 1976, 10.5 per cent Cf “the 2 maBlion tax. frlers sneCanada 
contributed to RRSPs a total of over $2 billion. The Ontario figure for 
the same year was Slightly higher at 10.7 per cent. Table 5 provides 
details of RRSP contributions by sex and income groups. 


Overall Coverage 


RRSP participation by Ontario tax filers increased from 89,000 in 
1969 to over half a million in 1976. With participation encouraged in 
1972 and later by increased contribution limits, Ontario participation 
has continued to grow at about 20 per cent a year. 


Participation alone however is not a suitable measure for coverage 


because of the cash-out privileges allowed to RRSP holders. The key 
question is whether RRSPs are seen by the contributor mainly as savings 
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for retirement or as tax shelters. No data on cash-outs are available 
in any comprehensive form. Working from asset accumulation data for the 
end of 1977 Weitz estimates that, of the 10 billion dollars paid into 
RRSPs since their inception, between $6 and 7 billion were still held in 
RRSP accounts, for an indicated cash-out rate of between 30 and 35 
per cent. Respondents to the Commission's Consumer Survey who had 
RRSPs stated that about 80 per cent were intended for retirement income 
purposes. (5) Allowing for the difference between expectation and 
actuality, a 30 per cent cash-out rate would appear to be a reasonable 
estimate from the limited data. On that basis it may be concluded that 
RRSPs are an important aspect of coverage for retirement income. 


(Even with more precise data, any forecast of cash-outs based on 
the past few years' experience would be necessarily tentative. The 
only time limit on the use of an RRSP purely as a tax shelter is age 71, 
as specified in the Income Tax Act and the actual conversion of funds 
into an annuity or RRIF; until then, the holder's intentions cannot 
be "measured" with any certainty. Future changes in such factors as 
inflation, interest rates, and tax policy could have profound effects 
on cashing-out of RRSPs as well as the level of new contributions. On 
the other hand, we are aware that the cash-out rate noted by Weitz is 
accounted for - perhaps in large part - by the use of plan assets to 
purchase annuities, rather than for immediate consumption. ) 


Coverage by Sex 


Female participation in RRSPs has increased faster than that of 
men in recent years. Between 1975 and 1976, for example, the number of 
male RRSP contributors in Ontario increased by 19 per cent while the 
number of women increased by 25 per cent.(6) Average contributions of 
women were lower than those for men, however, perhaps reflecting lower 
full-time wage levels for women but also their higher participation 
in part-time employment. An interesting trend is shown in the age 
distribution of women RRSP participants. In 1976 those under 30 repre- 
sented nearly 19 per cent of women participants. The age group 25-29 
accounted for most of the increase in participation which took place 
between 1969 and 1976, from 4.9 per cent in 1969 to 12 47 ipenicentaan 
1976. In 1976 14.1 per cent of male tax filers and 6.1 per cent of 
female tax filers in Ontario were contributors to RRSPs. 


Coverage by Age 


Most contributors to RRSPs are between ages 25 and 65, although 
in 1976, 4.1 per cent were between 18 and 25. At younger ages, up to 
age 30, female participation has been greater than that of men since 
1975. Between ages 25 and 65, male participation tends to remain fairly 
constant, while female participation shows a definite dropping off after 
age 30, resuming again after age 44.(7) 
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As participants approach retirement age they tend to put more 
into RRSPs. In 1976 for Ontario contributors under age 40 the average 
contribution was well below the provincial average. 


Coverage by Income 


For both sexes, participation is greatly affected by income levels, 
since those having more disposable income are more likely to institute 
an RRSP. From 1969 onward the largest number of participants was in the 
income group $10,000 and over. In 1976, 92.3 per cent of male PareLel= 
pants were in this category as were 68.5 per cent of female partici- 
pants. Among female participants, 27.2 per cent had incomes between 
$5,000 and $10,000. For women in that range - or generally between the 
minimum wage and the CPP ceiling - the RRSP was a significant part of 
their savings pattern. In the case of men, only 6.6 per cent Ole pan 
ticipants were in that income bracket.(8) Average contributions also 
vary by income group, with those in the higher income groups ($20,000 
and over) contributing in 1976 above the provincial average of $1,612, 
though even at the highest levels the average contribution was below the 
maximum allowed for tax purposes. In the upper middle income categories 
women tended to contribute more to RRSPs than men, possibly because of 
their proportionately lower participation rate in employment pension 
plans and a correspondingly larger amount available for RRSP deductions 
for income tax purposes. 


The Consumer Survey similarly found a direct relationship between 
level of income and likelihood of having an RRSP. For example, the 
incidence of RRSPs among professional respondents (21.9 per cent) was 
double that of the group as a whole (11.9 per cent). 


Dual Contributors 


Because tax policy permits a person to contribute to both a regis- 
tered pension plan and an RRSP it is important in assessing coverage 
of the target population to identify dual contributors. Taxation 
statistics unfortunately do not reveal how many RRSP holders are also in 
non-contributory pension plans. Accordingly, the following analysis 
suffers from a potentially significant lack of data. Nevertheless, the 
figures for contributory plan members are important in themselves, and 
may justify some cautious extrapolation for all employment plans. 


Of the 525,000 persons in Ontario reporting RRSP contributions for 
1976 tax purposes nearly 40 per cent were dual contributors, leaving 
318,000 persons who had made RRSP contributions only. Most of the dual 
contributors had incomes of $15,000 and over. Generally speaking, the 
combined average contribution of dual contributors to RRSPs and pension 
plans was higher than the average for those having RRSP contributions 
only. At most income levels the proportion of income paid out for both 
RRSPs and employment pensions ranged from 11 per cent ton! 4 -perncenc, 
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though it fell below this range in some income classes. Those with RRSP 
contributions only contributed 8 to 10 per cent of income. (9) 


Coverage by Occupation 


Self-employed professionals and business proprietors are most 
typical of that part of the labour force for which the RRSP program was 
primarily designed. Among these occupational categories the degree of 
participation is relatively high; the highest is found among profession- 
als.(10) In aggregate, slightly over 53 per cent contributed to an RRSP 
in 1976, the proportions ranging from 81 per cent for doctors to around 
27 per cent for entertainers and others. Business proprietors partici- 
pated to a much lesser degree, with just over 16 per cent contributing 
to an RRSP. It could be speculated that the perpetuation of the busi- 
ness enterprise represents the primary intended source of retirement 
security for people in the latter group. 


Professionals in 1976 contributed the highest average amount at 
$3,743, or more than twice the provincial average. Also among the high- 
est contributors were farmers and fishermen at $2,089 and salesmen at 
$2,092. Businessinen contributed an average of $1,822. 


For 300,000 persons in Ontario in 1976 the RRSP was the primary 
vehicle for retirement income savings (disregarding those in non- 
contributory pension plans). Participation is high in those groups for 
which the plan was originally designed and especially among profession- 
als, who tend to be in the higher income levels. Even for this group, 
contribution averages are well below the maximum deduction allowed for 
income tax purposes. Participation by women has increased greatly 
during the 1970s, though their average contributions are smaller than 
for men. As people approach retirement, their average contributions 
increase. Highest average contributions are made by persons 40 and 
Over, with each succeeding age group contributing more except for women 
between 60 and 64. Participation is very much geared to income, with 86 
per cent of Ontario contributors in 1976 having ancomes of S10 000 ‘a 
year or more, and nearly two-thirds with incomes of $15,000 or over. 


COMBINED COVERAGE - REGISTERED PENSION PLANS AND RRSPs 


Farlier in this chapter we discussed the categories of workers in 
Ontario not covered by an employment pension plan in 1976. Of these 
271,000 were self-employed and 1,554,000 were paid workers. It is 
sometimes argued that when RRSP participation is added to employment 
pension participation, most of the work-force is covered by some formal 
vehicle for retirement income. 


From the RRSP study (Weitz) we find that the number of participants 
in RRSPs for categories other than employees was 83,981 in 1976.(11) 
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This represents only 3l per cent of the 271,000 self-employed of our 
target work-force, and leaves 187,019 uncovered. 


Also from the Weitz study we find that 444,163 paid employees 
participated in RRSPs. Dual contributors represented 40 per cent of 
those contributing to registered pension plans. As noted, no account 
has been taken of those in non-contributory plans who may be among those 
shown as making only RRSP contributions. Weitz suggests that these 
might account for 10 per cent of RRSP contributors. Therefore we can 
assume for rough estimate purposes that 50 per cent of the RRSP employee 
group or 220,581 are dual participants. If we deduct these from the 
uncovered paid workers of the target work-force, there are dss 33,459 
paid workers who belong neither to an employment pension plan nor an 
RRSP. If we add to these the 187,019 self-employed not in an RRSP, we 
have a total of 1,520,438 or nearly 42 per cent of the Commission's 
target work-force not covered by an employment pension or an RRSP. 
Using rounded figures we obtain the following picture: 


Ne ee ee ee 


Ontario, labousefiorce,s.1.976 3 sds, 000 


Commission's target work-force 
(all paid workers and self-employed 
workers, 1976) 3,655,000 


Self-employed workers 271,000 
Less numbers having an RRSP 
(31 per cent) 84,000 
Balance uncovered 137,000 
Paid workers not in a registered 
pension plan 1,554,000 
Less those having an RRSP 441,000 
(with deduction for those 
also inean RPP) — 50 per 


cent) 220 ,500 220 ,500 
Balance uncovered 15383 ,500 
Total number of workers not in RRP 
or RRSP 52077500 
Percentage of Commission's target 
work-force uncovered 41.6 per cent 
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The results are clearly based on rough estimates, each subject to 
considerable variation, but the overall indication from the figures 
cannot be denied: there were about a million and a half people working 
in Ontario in 1976 who were neither members of registered pension plans 
nor holders of an RRSP. Their earnings in most cases are relatively 
low - certainly below the industrial average, and probably well under 
that figure. As a whole, the uncovered segment of the work-LoOrce 
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therefore has a high risk of becoming dependent on government support 
programs such as GIS and GAINS. This group has little hope, moreover, 
of attaining by retirement age a net replacement income that would 
enable them to maintain to any reasonable extent their pre-retirement 
Standard of living. Clearly then, the 41.6 per cent "uncovered" figure 
has important implications for public policy in Ontario. 


OTHER TYPES OF COVERAGE 


We examined in the previous chapter other formal arrangements for 
retirement income which might fill a gap for some of these million and a 
half workers. Among the arrangements mentioned were Deferred Profit 
Sharing Plans. However the number of DPSPs is so small in relation to 
the total uncovered that they can be no answer to the problem. For 
example, the Trust Companies Association of Canada (Brief 361) estimates 
that the number of DPSPs administered by trust companies in 1976 was 
only 2,303. Membership will vary, but the total DPSP membership will 
still be insignificant in relation to the uncovered group. It is true 
that people are also providing for retirement by informal arrangements. 
Business people for example will build up their enterprises to provide 
for their needs in retirement. The Consumer Survey revealed that the 
most favoured method of accumulating assets for retirement was the 
personally-owned home. Even in the income ranges from under $6,000 
to $14,000 about 53 per cent of the respondents expected to own a house 
at retirement which could be used in some way to provide retirement 
income.(12) However it may be that the increasing cost of real estate 
(which appears to be increasing faster than wage levels) will make such 
expectations less realistic. The Commission is not convinced that 
society can rely on this type of informal arrangement for the fulfilment 
of either of the goals we set out at the beginning of this chapter. 


CONCLUSION 


The coverage problem is too serious to be ignored. So much discus- 
Sion has centred around registered pension plans and RRSPs that little 
attention has been given to the plight of those who can never hope to be 
covered by any formal vehicle until they become eligible for Old Age 
Security and CPP benefits. In the Commission's view, no tinkering with 
the formal vehicles as they now exist can make any worthwhile inroads on 
the coverage problem. The answer lies in other directions. 


Setting aside for the moment the problem of the million and a half 
members Of Ontario's working population who are not covered at all by 
formal retirement arrangements, we must consider the effectiveness of 
those plans for the 58 per cent who are covered by them. 
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EFFECTIVENESS OF COVERAGE 


Coverage alone is not a useful measure of the effectiveness of 
either employment pension plans or RRSPs. It is merely a statement of 
the number in the current work-force who are participating at any given 
time in one or other of the vehicles. For a meaningful measurement of 
effectiveness it is necessary to ascertain the amount of retirement 
income the participants are likely to receive. That amount may then be 
assessed by reference to the goal of reasonably approximating pre- 
retirement living standards. In attempting this analysis, the Commis-—- 
Sion has concentrated on the situation of those who earn at or below the 
Average Industrial Wage - about $14,000 in 1979. It is in this area 
that government policy decisions are most important. For those normally 
earning more than the average, our "net replacement ratios" may or may 
not be applicable. From a practical viewpoint, however, the Commission 
must assume that any retirement income system which met our criteria for 
people at the Average Industrial Wage level would also hold significant 
benefit for those in better-paying occupations. It is reasonable to 
assume as well that workers with a history of high earnings will ap- 
proach retirement with various non-pension assets that will enable them 
to continue their pre-retirement standard of living. Accordingly, our 
examination of the effectiveness of employment pensions and RRSPs will 
employ the same net replacement concept already applied in assessing the 
adequacy of benefits from government programs, using as examples persons 
at various income levels up to and including the industrial average. 


EFFECTIVENESS OF RRSP OWNERSHIP 


RRSP ownership is voluntary. A plan can be started at any time and 
terminated at any time before the end of the year of the owner's 71st 
birthday. In plans other than insurance company plans involving the 
purchase of life insurance, contributions need not be made regularly or 
in any set amount up to the limits of income tax deductibility. As 
early as age 60 the owner may receive an annuity or other permitted 
benefit purchased with the accumulated contributions and interest. 
Obviously an RRSP will have most value when contributions have been made 
regularly, over the longest period possible. Finally, as with all plans 
from which annuities are purchased from accumulated funds, the amount of 
annuity income is not known in advance, since it depends on the interest 
rates in effect at the time it is purchased. Because of the variable 
contributions, flexible periods of accumulation, indeterminate benefits, 
and the possibility of cash withdrawal, there can be no assurance of the 
effectiveness of an RRSP to provide future retirement income. Hence, 
RRSP ownership is an unreliable indicator of income replacement. With 
that reservation in mind, it is still useful to take some examples 
assuming regular contributions. The annuity income at retirement 
purchased from the accumulated contributions coupled with the "available 
income" from government programs can then be assessed in terms of net 
replacement ratios. 
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The example is simply constructed and ignores changes in wage 
levels during work history by using the same contribution rates through- 
out. We use two cases. For Case 1 we will take 25 years as the accrual 
period, and assume contributions at the average levels for 1976 as shown 
in the Weitz study. Interest will be compounded annually at 8 per cent 
throughout. Table 6 shows the monthly payments for males and females 
which would be payable at age 65, based on typical annuity rates in 
igo) 


TADLENG 
Case 1, Single Life Annuity at Age 65, Monthly Payment from Sample RRSP 


Contributions for 25 years at 8 per cent 


Income level Income level Income level 


$5,000 $9,000 $14,000 
(Dollars) (Dollars) (Dollars) 
Annual contributions(a) 53i/, 954 pls 


Capital fund accumulated 
including interest 
compounded annually at 
8 per cent for 25 years Shela Mos: 69,743 82,029 
Monthly payment single life 
annuity no guarantee 
Male 418.10 742.76 Bo2aks 
Female 384.34 682.78 810.90 
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a Averages for RRSP contributors by income group, 1976; from back- 
ground paper, H. Weitz, "Contributors and Contributions to Regis- 
tered Retirement Savings Plans in Ontario," Table 12. 


Source Prepared for the Royal Commission on the Status of Pensions in 
Ontario by L. E. Coward. 


Wales] 
Case 2, Single Life Annuity at Age 65, Monthly Payment from Sample RRSP 
Contributions for 15 Years at 8 per cent 


Income level Income level Income level 
$5,688 $10,400 $13 7746 
(Dollars) (Dollars) (Dollars) 
Annual contributions 
(20 per cent) Vis 7ou 2,080.00 2,749.20 
Capital fund accumulated 
including interest compounded 
annually at 8 per cent for 
15 years 80767): 56,476 74,647 
Monthly payment single life 
annuity no guarantee 
Male 326.65 601.47 795.00 
Female SLOG eg 552.90 F309 


Source Prepared for the Royal Commission on the Status of Pensions in 
Ontario by L.E. Coward. 
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For Case 2 we vary the example to reflect what many see as a more 
realistic approach to retirement income planning. In the early years 
workers at the levels postulated are likely to have pressing demands on 
their income to purchase a house and raise a family. Therefore we 
will assume contributions made to an RRSP only in the last fifteen 
years prior to age 65, assuming annual income at the minimum wage for 
1979 ($5,688), the YMPE under the CPP ($10,400), and the AIW for 1978 
($13,746) and continuing constant at the maximum permitted (20 per cent 
of income) for fifteen years. Table 7 shows the monthly income which 
would be derived at age 65 on these assumptions, again based on 1979 
annuity rates. 


From the tables we can see that the annuities developed over the 
long term are only slightly larger than those for the shorter period. 
The difference lies in the the contribution rates. Those in Case 
l reflect actual average contributions for 1976 at the income levels 
chosen. Those in Case 2, at 20 per cent, are clearly counsels of 
perfection; they are used to put the best possible case for the RRSP. 
In applying the net replacement ratio approach we will use the annuity 
amounts in Case 1 for males and the income levels for Case 2. 


When we examine the net replacement ratios in Table 8 we see at 
once that all of the ratios are over 100 per cent and that in all but 
one case they exceed 150 per cent. It should be recalled that these 
ratios are stated in terms of "available income" taking into account 
payments from government programs, including the Canada Pension Plan, 
Ontario Tax Credits, and income tax age-related exemptions. Details of 
the method used for the calculation can be found at the end of this 
chapter. 


Case 2 assumptions provide somewhat less annuity income than Case l 
and therefore for Case 2 annuities one could expect ratios slightly 
smaller but stild well over 100: per cent for all-groups. Thus ser 
accumulation can be made at the levels assumed in Case l or Case 2 an 
arrangement producing these levels will satisfy the goal of continuing 
pre-retirement living standards into retirement. It is true that the 
ratios apply to the year immediately following retirement; without any 
inflation protection the value of the replacement income will decline 
with increases in the Consumer Price Index. ‘The same problem faces all 
those in retirement and is met only in part by the full indexing of 
government benefits. Other aspects of declining purchasing power are 
addressed in a later chapter, "The Effect of Inflation on Retirement 
Income." 


On the basis of the above examples, the RRSP might be said to 
have the potential for providing sufficient retirement income without 
recourse to any other scheme such as an employment pension plan. The 
design meets the net replacement criterion. The question then becomes 
one of whether the design is being utilized in a way which in fact will 
provide the necessary replacement income. 
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If we look at the assumptions for Case 1 we see that one of the 
basic assumptions is the continuance of the average level of contri- 
bution over the entire working life. The averages, taken from the Weitz 
Study, require in excess of 10 per cent of wages at the lower levels and 
8 per cent at the Average Industrial Wage. In addition there will be a 
mandatory contribution to the Canada Pension Plan (1.8 per cent on earn- 
ings up to the YMPE and over the basic exemption) equivalent to about 
1.5 per cent at the minimum wage level. A total contribution of 11.5 
per cent of the minimum wage is clearly too large a percentage to expect 
a worker to choose on a continuing basis for postponed consumption 
wnen total income is at best barely adequate for current requirements. 
Even at the YMPE level and with a starting age of 40, the required 
contribution is probably much higher than most people would be willing 
or even able to make. 


The Case 2 assumptions recognize that there is greater choice for 
Savings later in the working career when demands on current income for 
family formation and housing acquisition are less. However, to provide 
replacement in retirement at pre-retirement levels over a period of only 
15 years would require contributions at 20 per cent plus Canada Pension 
Plan contributions. This level of contribution would be virtually out 
of the question at lower income levels and difficult to maintain at the 
Average Industrial Wage. Even at a lower level, say half that rate, the 
discipline required to make regular contributions and the high likeli- 
hood of cash withdrawal for unforeseen circumstances lead the Commission 
to conclude that .the RRSP, while. a flexible and useful vehicle for 
individual saving, is not in itself the answer to providing adequate 
income replacement in retirement. It is clear from the Weitz study that 
relatively few are able or wish to take full advantage of the RRSP 
Opportunity. This vehicle therefore will not assist greatly, either in 
providing sufficient replacement income above the government programs or 
in extending coverage to the one and a half million uncovered workers of 
the Commission's target work-force. 


If the only drawback to the effective use of the RRSP were the size 
of the contributions required, one solution might lie in the employment 
pension plan, where the employer's contribution can add greatly to the 
value of the benefit, and the employee's contribution ranges from 5 or 6 
per cent down to zero in non-contributory plans. As we shall see, 
however, certain other drawbacks of RRSPs have parallels in employment 
pension plans. Continuity of participation and preservation of credits 
up to retirement are two such problems; another is the benefit level, 
Which may be much lower than those shown in our RRSP examples. 


EFFECTIVENESS OF EMPLOYMENT PENSION PLANS 
It is one thing to be a member of an employment pension plan, but 


quite another to be entitled to a pension from the plan at retirement. 
We have noted that pensions are long-term arrangements; therefore the 
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duration of membership is vital to effectiveness of any plan. Except in 
multi-employer plans and certain reciprocal arrangements, a change OF 
employer will terminate membership in the pension plan of the former 
employer. Therefore we must consider the effect of Job mobility on 
pension entitlement. 


Job Mobility and the Consumer Survey 


The Commission sought to obtain a picture of job mobility in On- 
tario by inquiring about the work history of individuals in the Consumer 
Survey. Of all those interviewed, 91 per cent reported that they had 
been employed at some time. These respondents were asked a series of 
questions about their job history, extending through the most recent 
seven jobs held. A careful study of this report will give the reader 
a good picture of representative work histories in Ontario. Some 
pertinent results are: 


The average age for entering the labour force was 20. 

Respondents on the average had held 3.2 jobs. 

The more jobs people had held, the less likely they were to leave 
the present job. 

The majority leaving a job who did not then leave the labour force 
found work within one month. 

The incidence of people leaving the labour force appears to de- 
crease over the work life, from almost one-third leaving after 
their first job to one-fifth leaving after their sixth job. 


Table 9 shows, for example, that of the 513 respondents who had 
held three jobs up to the time of the’ survey 108 or 21.1 per cent still 
held the third job. Of those no longer in the third job, 254, or 49.6 
per cent of the original 513, stayed in the work-force, and 150 or 29.2 
per cent left the work-force. Of those leaving the work-force, 76, or 
14.8 per cent of the original 513, had not returned to work and had no 
present intention of doing so. For those who had held three jobs the 
average length of time spent in each job was 4.74 years.(13) The data 
cannot give a complete picture because the worklife patterns of the 
respondents are not complete; and, because of the age distribution 
of the survey sample, many of the respondents had just started their 
working careers. 


It has been observed that worklife patterns are changing, so that 
the norm is no longer that of one employer throughout a person's working 
career, but rather three or more. From the-survey there is already 
apparent an acceleration in job mobility from generation to generation, 
as the younger segment of the sample, age 18 to 34, have already held 
the same number of jobs as the total sample, including all those who are 
still working. The replies of retired respondents to the worklife ques- 
tions show that the average number of jobs held was 3.31, or slightly 
greater than the average for the whole group. For retired persons who 
had three jobs during their careers the average number of years for each 
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job was 7.26. This would indicate that even for retired persons, whose 
job mobility was affected by social circumstances far different than 
those of today, the service pattern already had departed from that of 
the single-employer career. This fact has serious implications for the 
effectiveness of employment pensions. 


Responses of the retired group (Table 10) are useful to show com- 
pleted work histories. The retired section of the sample was made up of 
165 respondents. Of these respondents, 9 stated they had never worked 
and the 156 remaining who had worked had entered the work-force at an 
average age of 21. The average number of jobs reported was 3.31, in a 
history which tracked up to six jobs. By the end of the sixth job, 91 
per cent of the respondents had left the labour force permanently. 


Table. 10 
Incidence of Job Mobility among Retired Respondents Who-Held at Least 
One Job 


Number of respondents 156 eee lela 89 by, 35 25 


Did not leave job - - - = Ls 2 
Left job 
Did not leave labour force 
Did not find work = = = a 2 Las 


Found work immediately 5259 £50.9)1 4 e2ee3ss. be AS GnSz20 
Found work after one month 
or more TATe, UO. Dra Fe oe LO. Same lla -OmU 
Left labour force 
Returned to work 1209) C10. a2 el ae 
Did not return to work 26.5. 21.9, 36. 0% 438.6 —28oF aan) 
Cumulative total leaving 
labour force 20. D9a O27 OOS. 2m iS OSieo ho LAU 
(Years) 
Average duration of all jobs ARRAS oc, Slee I PASy elo. | (S eeast Maes oe 


Average length of time between jobs .60 we we -46 AOA sey EAC 


Source The Royal Commission on the Status of Pensions in Ontario, 
Consumer Survey, Table 49. 


Although the average number of jobs was 3.31, the mobility in- 
creases greatly when one excludes those who never worked and those who 
left the labour force after one job and did not return. The average job 
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duration drops from 11.26 years for those having only one job to 5.39 
years for those having six jobs. The average length of time between 
jobs is also significant as it reflects loss of time for earning pension 
credits over the working life. 


Mobility by Age Group 


Table 1l taken from the Consumer Survey shows the incidence of job 
mobility by age groups.(14) The grouping age 55 and over includes the 
retired persons whose separate responses were recorded in Table 10. 
Those aged 18 to 34 are the most mobile; they take less time to find a 
new job than older people (approximately 6 months compared to 9 months 
for those 35 to 54 and nearly 11 months for those 55 and over). ‘The 
average length of time in any one job increases with age over the whole 
job history. We see, for example, that of those having three jobs, 
the youngest age group had an average duration of 2.38 years per job 
while the age group 35 to 54 averaged 4.42 years and those 55 and over 
averaged 6.74 years. 


Mobility by Sex 


When the job mobility histories were broken down by sex, clear 
differences between male and female patterns emerged. Noteworthy are 
the following observations from the survey: 


- women are far more likely than men to leave the labour force 
after their first job (46.8 per cent to 18.7 per cent); 


- of women leaving the labour force after one job, 61 per cent of 
them later re-entered the labour force. In most cases they 
would have left work to undertake home-making and child-care 
activities; 


- women spend about three times longer than men between jobs; 
- women tend to keep their jobs for shorter periods than men; 


- the ratio of women to men in the various categories decreases 
Over time, from 47 per cent of women at the first job level to 
30 per cent at the sixth job level. 


Table 12 taken from the Consumer Survey shows the persistence of 
these patterns throughout the entire work history.(15) For example, 
wnile the average duration of all jobs decreases over the job ranges for 
both men and women, the average for women is consistently lower than 
that for men. For those having three jobs the average duration for men 
was 5.26 years and for women 4.04 years. 
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CONCLUS ION 


Work patterns must meet two requirements if employment pensions as 
presently designed are to produce full pension credits: 


- the employee works for only one employer for the whole of his or 
her worklife; 


- the worklife comprises an unbroken period from commencement, 
between ages 18 and 25, to age 65 - the usual age of retirement. 


Our Consumer Survey data show that work patterns in Ontario do not 
conform to either of these requirements at present, and in fact have not 
done so for at least forty years. That is not to say there are not some 
wnose work histories fit the "ideal" pattern. They are the winners in 
the employment pension game. ‘The Commission is concerned that most do 
not conform, and thereby are losers. We must then ask to what extent 
they miss out on the "winnings." 


Recognition of the general failure of work patterns to fit the 
model has led to a quest for some form of portability for employment 
pension plans. Multi-employer plans, reciprocal transfer agreements, 
and the statutory vesting rule are all addressed to the problem of job 
mobility and its effects on pension entitlement. Many briefs to the 
Commission treated portability as the key problem to be solved to make 
employment pensions viable. Portability would accommodate job mobility 
wnile preserving pension entitlement. However, even perfect portability 
would not extend coverage, nor could it create entitlement when workers 
are absent from the work-force because of illness, unemployment, or 
household duties. 


PORTABILITY 


It is Significant that the body appointed in 1960 by the Govern- 
ment of Ontario to study pensions was called the Committee on Portable 
Pensions. At that time the major issue facing the Committee was how 
a worker might move from one job to another without losing pension 
credits and pensionable service accrued with various employers. How 
could pension credits be carried forward to the new job? How could 
a pension be earned if there were several breaks in service over the 
person's worklife? The Committee's recommendations for a mandatory 
Standard pension plan covering most employees in Ontario were embodied 
in legislation and would have provided a pension which was portable. 
However, the advent of the Canada Pension Plan brought about repeal of 
the Ontario legislation; and the lack of portability remained a major 
area Of weakness in employment pension arrangements. 


The Canada Pension Plan provides complete portability for its 
benefits on earnings up to the level of Yearly Maximum Pensionable 
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Earnings. The employee with twenty different jobs and the employee with 
only one, each contributing on the same level of earnings for the same 


period to age 65, can expect to receive the same amount of pension from 
ie (CEP. 


The design characteristics which make this perfect portability 
possible may be described as follows: 


1. Coverage of all employees in the same plan so that all employ- 
ees are governed by the same benefit formula, funding method, 
contributions, and other plan provisions such as retirement 
age, and ability to accrue service without break; 


2. Provisions requiring immediate vesting of benefits and locking- 
in of contributions; 


3. Prohibition of the transfer of funds to any other pension 
vehicle. 


Clearly those requirements, to obtain universality, must be 
strictly and uniformly applied. 


In Ontario, employment pension plans have been allowed to develop 
with a minimum of government interference. A plan may be established 
voluntarily by any employer and may be wound up by the employer at any 
time. Except for certain basic protection required under the Pension 
Benefits Act and by rules of the Department of National Revenue, employ- 
ers may design their plans to reflect their own particular needs and 
those of their employees. As a result, plan features exhibit infinite 
variety; of the 7,700 plans now registered under the Ontario Pension 
Benefits Act few are identical. This lack of homogeneity makes porta- 
bility among existing employment plans virtually impossible. 


Some attempts have been made towards partial portability, but each 
is limited either in effect or in application. Three approaches in 
particular have been tried and were advocated by a number of people in 
submissions to the Commission. 


Earlier or Immediate Vesting 


Vesting is dealt with in detail below, but for purposes of this 
discussion we will define it as the right of the employee, on termina- 
tion of employment, to a deferred life annuity based on pensionable 
service to the date of termination, paid for by the employer's contribu- 
tions and any required employee's contributions. The vesting rule under 
the Pension Benefits Act provides this entitlement when the terminating 
employee is age 45 and has 10 years' continuous service or membership in 
the plan. Unless the plan provides otherwise, a terminating employee 
wno has not met the two conditions receives nothing on termination other 
than his or her own contributions, with or without interest. The mobile 
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employee clearly loses under these conditions; he or she may belong to 
pension plans for 40 years and still achieve no pension entitlement at 
all. Many persons and groups, employer and employee alike, proposed to 
the Commission that the vesting rule under the Pension Benefits Act be 
amended to require earlier vesting or immediate vesting to provide more 
portable pensions. 


If immediate vesting were legislated for all employment pension 
plans, the result would not be to provide a "portable" pension which 
could be carried forward from employer to employer over a working life. 
Rather it would provide a fixed amount of pension to be left behind with 
each employer to be paid at normal retirement under the conditions of 
that particular plan. 


Tnere are specific practical shortcomings in the use of vesting 
rules to provide portability. Most important is that after termination 
there is no increase in the value of the vested benefit to reflect 
either the formula in the old employer's plan or the new employer's 
plan. If the vested benefit is based on final earnings, it will apply 
to earnings at termination - not to the considerably higher earnings 
the person may have had just prior to retirement. If the plan of the 
next employer has a final average formula, the employee will get this 
advantage but only for that part of the pension derived from service 
with that employer. Even with only one change of job, the terminated 
employee will suffer a disadvantage from that break in service. If 
the benefits are on a career average basis, the terminated employee 
will not share in any improvements in the plan made after termination. 
Obviously, improvements in any plan could be extended to vested former — 
employees; but neither employers nor unions are likely to feel any 
obligation to do so. In the case of a vested money-purchase benefit, 
the value of accumulated contributions will continue to increase; but 
Since contributions are held in the plan of the former employer, there 
is no portability in the strict sense. 


A second limitation of vesting is less visible but just as serious, 


especially for younger employees. Tne problem is inherent in the 
funding method used in contributory defined benefit plans; it is most 
serious in plans with a career average formula. During the early 


years of plan membership - up to age 45 or even later - the cost of the 
accrued pension may be no greater than the value of the employee's own 
contributions with interest. If locked-in at the time of termination, 
the employee's own savings therefore will pay for all or most of the 
"vested" annuity; yet the individual has no opportunity to improve the 
eventual pension by investing the money in other ways. Whether or not 
most vested employees could (or would) use their locked-in contributions 
to better advantage, the fact remains that many resent this loss of 
freedom to manage their own affairs; and their resentment is all the 
more justified by the lack of any compensating benefit from employer 
contributions. Earlier vesting, if accompanied by earlier locking-in, 
would be seen primarily as a further restriction on the freedom of 
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employees. Those who would benefit from such a move would be the 
Older workers; an improvement in their vesting conditions would require 
additional employer contributions. However, it should be borne in mind 
that one consequence could be the creation of a cost disincentive to the 
hiring of older persons. 


A further shortcoming of vesting rules is that they do not deal 
with the basic problem of continuing service. To accrue a pension over 
a working lifetime presumes continuation of pensionable service without 
interruption. The vesting rule by its nature acknowledges broken 
service and operates only when service accrual stops. Even if a worker 
is immediately eligible to join the plan of the new employer after 
cessation of service under the old plan, the new benefit formula and 
conditions, other than in a money-purchase plan, involve only service 
from that time forward. 


For these reasons immediate or early vesting is not a complete 
answer to the portability problem; but as a partial answer it is worth 
considering further. 


Reciprocal Transfer Agreements 


A reciprocal agreement for transfers among plans perhaps goes 
farthest in providing a truly portable pension because it is a method 
of preserving unbroken pensionable service even when such service is 
rendered to different employers. 


Samuel Eckler, in his brief to the Commission,(16) outlines the two 
main prototypes of reciprocal agreement now in use: 


"Reciprocal agreements within families of pension plans (e.g., 
those among related public sector employee, employer associations, 
unions, etc.) if properly drafted are an effective means of pre- 
serving complete pension rights on transfer of employment. There 
are probably many varieties of reciprocal agreements but I think 
the following are the two main types. The more popular of these 
two is that designed by the Federal Public Service Superannuation 
Administration under which the importing employer assumes the 
liability for the total pension of the imported employee including 
the service rendered to the exporting employer. The exporting 
employer and employee are responsible for the payment of the con- 
tributions that would have been made to the importing employer on 
account of service rendered to the exporting employer. The main 
Objection to this kind of reciprocal agreement is that it imposes 
proportionately too great a burden on the importing employer and 
perhaps only the Canada Public Service Plan and its financial 
guarantor and other comparable employers are able to support this 
kind of arrangement. The other type of reciprocal agreement which 
1s called pro-rata portability was developed in British Columbia 
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and produces a much more equitable distribution of costs between 
the importing and the exporting employers. The exporting employer 
is responsible for a pension provided the employee based on his 
plan and on the service of the exporting employer and taking into 
account increases in salary earned with the importing employer 
(sometimes with maximum limits imposed by the exporting employer) 
from the date of transfer to retirement." 


Tne key to such agreements is in the essential homogeneity of 
several employers (and often the occupational homogeneity of their 
employees) and in the ability of those employers to accept the cost 
transfers required in the operation of the agreement. It is not sSur- 
prising that reciprocal agreements are commonly found among governments 
at federal and provincial levels, some of the larger municipalities, 
crown corporations, universities, and other educational institutions. 
(1h) : 


Employers in the private sector, on the other hand, seldom enter 
into reciprocal agreements. Even where homogeneity might be sufficient, 
there appears to be little interest in the idea. The steel industry, 
for instance, includes a number of employers with similar character- 
istics. At our hearings both Algoma Steel and Dofasco were asked about 
reciprocal agreements, and both replied that their competitiveness for 
skilled workers would make them reluctant to enter reciprocal agree- 
ments covering the steel industry. This bears out the comments of the 
Canadian Life Insurance Association: (18) 


"Management and employee attitudes rather than technical problems 
seem to be the more critical consideration in implementing any 
portability scheme. Pension portability would facilitate employee 
mobility. Employees with longer periods of service who might now 
be reluctant to move because of pension considerations would be 
more willing to consider a move if a portability scheme were in 
place. Employers may well be reluctant to make it easier for 
their longer service, more experienced employees to move. Also, 
employers might consider that portability benefits primarily those 
individuals to whom the company has least obligation, that is, 
individuals who have decided to take their skills elsewhere. The 
employer might place a higher priority on using whatever funds are 
available for employee benefit purposes to improve the benefits of 
individuals who remain loyal to the company." 


Tne CLIA itself has developed a draft model agreement to provide 
portability of service among the pension plans of member companies. 
Ihe technique*®used@is tthatvofvtransferring’ credit’ for “service with 
a previous employer to a new employer's pension plan. It is therefore, 
a mechanism for transferring service from employer to employer, as 
Opposed to vesting, which is a mechanism for preserving accrued pension 
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benefits upon termination of employment."(19) The CLIA agreement has 
now been adopted by a number of its member insurance companies, with 
more expected to participate in the near future. 


Because the present pension legislation is designed to protect 
vested benefits on termination, there are a number of regulatory prob- 
lems under the various Pension Benefits Acts and the Department of 
Revenue regulations to be worked out in the transfer of credits and 
monies from pension funds. If the use of reciprocal transfer agreements 
is to be encouraged, however, government can assist in the resolution of 
these problems. 


In theory the reciprocal transfer agreement could provide a large 
measure Of portability. In practice, its effectiveness is likely to 
be limited by its general lack of acceptance in the private sector. 
To legislate reciprocity would be impossible without also requiring 
uniformity in plan terms and conditions. 


Multi-Employer Pension Plans 


This approach to portability works by utilizing the homogeneity of 
a group Of employers to establish a common plan. It is usually based on 
a collective agreement negotiated between a single local union and a 
group of employers or between a group of local unions in the same trade 
and an employers' association. Multi-employer plans are common in the 
construction industry.(20) This type of arrangement affords portability 
of benefits for union members in a particular trade or industry; that 
is, members may move from employer to employer within the group without 
loss of pensionable service or accrued benefits. The worker's member- 
ship is through a union local rather than through a particular employer. 
Multi-employer plans are not without their problems, some of which may 
require further regulatory measures. Nevertheless they are capable of 
extending pension coverage to highly mobile workers in certain trades. 
In most cases, they provide portability only while the worker is a 
member of the local union which negotiated the plan and their use is 
limited to the groups of employers who deal primarily with unions fur- 
nishing workers who have a particular trade or skill. Portability is 
enhanced in those few cases (all of very recent origin) in which two or 
more multi-employer plans are linked by reciprocal transfer agreements. 
Recommendations for the regulation of multi-employer plans can be found 
in a subsequent chapter, Government Regulation: The Pension Benefits 
AaCt. 


From the foregoing it can be seen that none of these three ap- 
proaches provides perfect portability, although reciprocal transfer 
agreements and multi-employer plans come close for the particular groups 
to which they apply. Immediate vesting cannot provide portability 
because it does not recognize the need for unbroken service. 


33 


At present, therefore, the Canada Pension Plan alone represents the 
ideal in portability. This is a persuasive ground for simply increasing 
the benefits under the CPP. There are, however, other problems related 
to increasing the CPP(21) and the Commission is therefore proposing a 
different answer to the portability problem. Because improved vesting 
is a part of this answer and in the Commission's opinion should be 
espoused whether or not the Commission's particular answer 1s adopted 
by the Government of Ontario, it is appropriate to discuss the whole 
question of vesting at this point. 


VESTING 


Vesting is perhaps the least understood of all the difficult con- 
cepts inherent in pensions. To examine it one must first understand 
the nature of the pension promise. The promise has evolved from the 
Original ex gratia payments of the employer to the employee who could no 
longer work, to today's elaborate system of pre-funding and protecting 
the value of pensions - on terms prescribed by statute. 


Nature of the Pension Promise 


We have discussed the concept of a pension both as a long-service 
reward and as deferred wages. The money-purchase plan is reasonably 
adaptable to either approach to the characterization of pensions. It is 
in the defined benefit plan that basic misunderstandings occur. The 
following discussion will centre on defined benefit plans. Money- 
purchase plans will appear again in the discussion of our proposals. 


The Employer's Representation 
"If you stay in my employ until retirement I will pay you a pension 


of X dollars for your lifetime." At one time the pension promise, as a 
rule, took this simple form. In it there was no promise 


that the employer would put away any money to fund the promise 
before the employee's retirement, or even at that time; 


- that the employee would get anything if he or she were to die or 
leave the employer before retirement; 


- that the employee would have a choice of retirement age; 


- that the employer would continue to employ that person until 
retirement; 


- that the employee's spouse would receive anything on the employ- 
ee's death after the pension had commenced; 
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- that the promise would be made good even if the employer went 
out of business. 


Tne Group Principle 


While pensions were still in their infancy, workers were beginning 
to meet other needs through the "mutual benefit" approach. Each person 
in a group would contribute to a fund out of which monies were paid in 
the event of a member's sickness or disability. If a member ceased to 
contribute or died, having contributed to the fund but without ful- 
filling the conditions for a benefit, then he or she received nothing 
back from the fund. Contributions, in other words, bald “the cost? of 
insurance against specific needs. 


Later expanded into what is now known as group insurance, the 
mutual benefit approach is the essence of the Canada Pension Plan. 
Contributions are made into the "pool" by all covered workers, and 
benefits are paid out when certain conditions have been met. There is 
no strict relationship between monies paid in by an individual and 
benefits paid to that person. There is no separate account for the 
value of an individual's contributions; rather, the contributor accrues 
certain benefit rights. The death benefit is nominal (and in fact was 
not part of the original design of-the plan). A single person, for 
example, who dies before reaching age 65 and has not been a disability 
pensioner, will receive no benefit from contributions apart from the 
small death benefit. The rest of that person's contributions remain in 
the pool to pay benefits to those who meet the conditions for retirement 
pensions and other benefits. As with any insurance, the payment of 
premiums ensures only that benefits will be paid if and when certain 
events occur. 


We have used the Canada Pension Plan as possibly the best-known 
example of the insurance approach to pensions. In fact, the application 
of this basic technique in the CPP design reflects a widespread accept- 
ance of the insurance idea in many thousands of employment pension 
plans - in both private and public sectors - long before the government 
plan was established. They have the same essential characteristic: 
they promise specific benefits in the event of specific occurrences. 
Employee contributions, like insurance premiums, are set at a generally 
affordable level. The employer's cost depends on the total benefit 
cost, which may be highly variable; in any case, total cost is limited 
by the conditions under which benefits are payable - conditions which 
ultimately will be met by only a fraction of the participants. 


In the evolution of defined benefit plans, both contributory and 
non-contributory, we see that the insurance principle became wedded to 
the employer's pension promise. The results were clear in the operation 
Of pension plans before the introduction of the Pension Benefits Act. 
Many employees who left employment or were fired before the specified 
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retirement age received no benefits at all. In collective bargaining, 
unions supported the principle that there should be pensions for all 
their members; but, understandably, they were concerned mainly for those 
wno actually stayed as members of the group until retirement. Thus, in 
many of the industry-wide plans promoted or encouraged by the unions, 
various employers contribute so many cents per hour worked; but a member 
will only benefit (subject to vesting requirements) if he or she remains 
a member of that plan. By ceasing to be a member, he or she may waive 
all rights to benefits under the plan. 


Introduction of the Vesting Rule 


By the time of the study of the Ontario Committee on Portable 
Pensions, (22) some employers had extended the pension promise so that if 
an employee remained with the employer a stipulated number of years 
(say 20), the employer would assume a liability to pay a pension on 
retirement whether or not the employee continued to work for the em- 
ployer until retirement. Vesting was not always that generous, however; 
nor was it always unconditional, since it was sometimes denied if an 
employee were discharged for cause or acted later in some way considered 
"disloyal" to the former employer. In contributory plans, vesting 
nearly always was withheld if the terminating employee chose to remove 
his or her own contributions in cash. 


Tne Committee had before it the problem of making every pension 
"portable," i.e., rights acquired by the employee should not be lost by 
leaving the employer. The Committee found 


"The 'least portable pension' is one in which vesting is delayed 
until retirement. When vesting is delayed until that time, as in 
some non-contributory plans, it follows that able-bodied employees 
wno are laid off permanently before retirement, perhaps only a 
short time before, or who leave voluntarily, gain no pension what- 
ever. The need for earlier vesting is especially great in such 
cases.7 (23) 


In practice, the word "vesting" has two distinct meanings: one, a 
right on termination of employment to employer's contributions or the 
pension which those contributions can provide; two, a right to any 
pension at all. It is in this second sense that the Portable Pensions 
Committee used the term "least portable." In discussing the nature of 
pensions as a gratuity or right, the Committee concluded: "a pension 
is in the nature of things a conditional arrangement but there should be 
no unnecessary conditions."(24) 


Tne enactment of the Ontario Pension Benefits Act in 1965 in effect 
changed the nature of a pension. By introducing the vesting rule of age 
45 with 10 years' service the government chose to modify the traditional 
promise. The concept of the "long-service reward" was replaced by that 


36 


of a benefit earned over time; thus it paved the way for the notion of 
pensions as a "deferred wage." More recently, that idea has found 
expression in the concept of "redirected wages" advanced by the Ontario 
Public Service Employees Union: the idea of deferral is removed, and 
entitlement is seen to be earned immediately. (25) 


The Committee on Portable Pensions did not set out an explicit 
philosophical basis for vesting. But their goal of making all pensions 
portable necessarily assumed some "right" which the employee could 
"carry away" from a plan. It was also clear that the Committee was 
concerned to see this newly created "right" protected from withdrawal of 
cash in lieu of pension and therefore it recommended that employee 
contributions be locked in simultaneously with the absolute pension 
entitlement. However the Committee, for cost considerations, did not 
feel it could alter the employer's promise to the ultimate point: 


"The most portable pension, on the other hand, is one that vests in 
the employee immediately and in full, usually under a system of 
nointecontributLons:, 4 26) 


Tne Committee described its dilemma as follows: 


"It appears that more portability through earlier vesting and less 
availability of refunds by way of cash withdrawal are both required 
if a substantial increase in the number of pension recipients is to 
be achieved. 


"A law requiring both of these changes, for employees at all ages, 
would however face objections from both sides: from employers on 
the ground of costs and from employees who wished to retain the 
withdrawal option." 


The same dilemma faces this Commission. It would be easy to 
recommend immediate vesting, but cost considerations are important in 
any situation where plans are voluntary and can be wound up if cost 
threatens to become too onerous. The Commission therefore attempted to 
balance the need for improved vesting against the consequences of higher 
Costs fopsthesenployer .< 


Looking first at the results of the Consumer Survey, the Commission 
decided that there was sufficient indication that present job mobility 
patterns, particuarly for women, were such that the present vesting 
rule o£ age 45 with 10 years' service would be of little’ assistance in 
preserving pension rights for many covered workers. Therefore the 
Commission undertook a further examination of what vesting rules were 
possible and which of these, on balance, would be the most effective 
alternative to the "45 and 10" requirement in the Pension Benefits Act. 
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SAHIN-BALCER STUDY 


The study; carried vouteby “Yves@Balicer wrandwiz76t «Sahin aioe 
quantitative assessment of the basic types of pension plan as they would 
Operate in various circumstances. It was designed to measure: "the 
ultimate benefit to be derived by a group of similar employees from 
their career membership in pension plans, as a function of vesting 
rules, termination rates, periods of employment, types of plans, and 
economic assumptions." 


Unlike the usual pension model whose scope is limited to the plan 
or firm, the Sahin-Balcer framework provides for the integration of 
measurements throughout the working lives of individuals, and therefore 
addresses as directly as possible the question of what total impact 
might be expected from any given change in vesting legislation. 


The following specific questions were posed: 


- What are the incremental benefits and costs associated with 
moving from the present vesting rule of "45 and 10" to a more 
liberal rule? 


- How would these benefits and costs vary with termination rates, 
early or late retirement, and inflation? 


- To what extent are the age requirements in vesting rules like 45 
and 10 and 40 and 5 operational? 


- Are some vesting rules more equitable than others in terms 
of distribution among the retired population of the "pension 
wealth"? 


The Commission arranged for the study to be undertaken by Izzet 
Sahin and Yves Balcer, both formerly of the University of Ottawa and 
now at the University of Wisconsin. Their report is published in 
Volume VIII; included are the methodology and assumptions. The sta- 
tistical output from the three phases of the study is deposited with the 
Archivist of Ontario, in the Commission's papers and proceedings. 


Following is an outline of the phases of the study and a summary of 
the results. Phase I was concerned exclusively with the accruing of 
"pensionable service," not the dollar amounts or value of pensions. A 
computerized model was used to determine the effect of a number of 
vesting rules, termination rates, entry ages, and retirement agese= ine 
questions to be answered were, "How many years of an employee's service 
would on average be pensionable and how would the pensionable service of 
an employee group vary around the average?" 


Phase II was concerned with the amount of pension produced by 
various types of pension under the different assumptions. It was 
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designed to answer the questions, "How much pension would be produced at 
retirement age and how does it compare with the maximum possible under 
the plan and with pre-retirement earnings?" 


Phase III was an examination of the way in which pension costs vary 
under different vesting rules. It attempted to answer the questions, 
"Which vesting rule is the most valuable to the employee, which is the 
most costly, and how would a change in the vesting rule affect the costs 
of the plan?" 


Assumptions 


For an understanding of the results it is necessary to know what 
assumptions were made for purposes of the analysis. The principal 
assumptions are outlined below. 


It was assumed in all phases that the employee throughout employ- 
ment would work for employers with pension plans; that the plans provide 
immediate eligibility for membership, and that the employee elects 
to join or is required to join when first eligible. No allowance 
was made for the possibility that the employee might be unemployed, 
self-employed, or in part-time employment. It was further assumed that 
the successive employers do not operate multi-employer pension plans or 
have reciprocal transfer agreements in force. It was also assumed that 
an employee who changes employment always goes to another employer with 
a Similar type of pension plan. 


Tne restrictions in the assumptions, necessary to avoid an un- 
manageable volume of computer runs, do not invalidate the conclusions 
Since the purpose was to determine the comparative merits of different 
vesting rules rather than to produce absolute figures. 


Termination Rates 


Five sets of termination rates were selected. Termination rates 
are probabilities, depending on both age and length of service with 
the employer, that an employee will leave employment at the end of a 
year. High, medium, and low termination tables were developed from the 
turnover statistics of some large employee groups in Canada. The high, 
medium, and low rates at each age and service point were in the ratios 
3:2:1. In addition, male and female termination rates in the public 
service, representing the experience of the Ontario Public Service 
Superannuation Fund in the period 1974-1976, were used. 


Mortality Rates 


Mortality rates used were based on the 1971 Group Annuity Mortality 
Table for males developed by the Society of Actuaries. 
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Worklife 


Two alternatives were used for the worklife; employees were assumed 
to enter the work-force at age 20 in the year 1980 and retire either 
at 60 or 65. On investigation it was found that changing the entry 
age from 20 to 25 would have only a small effect on the pensions and 
would not alter the ranking of the vesting rules. Retirement age 65 
only was used in combination with the public service termination rates 
Since this is the normal retirement age in the public service (although 
retirement is allowed at age 60 subject to 20 years' service or when age 
plus service totals 90). 


Vesting Rules 


Choice of vesting rules to be tested was governed by the Commis- 
Sion's area of inquiry as explained above, and by ts vtamiiiarityer CErom 
briefs and other published material) with a broad spectrum of vesting 
formulas - some already to be found in Operation, and others advocated 
as answers to the problems of portability. While other combinations of 
age and service might be conceived, those selected obviously represent a 
full range of feasible options from the most liberal to the least lib- 
eral; and the intermediate options can be identified without difficulty: 


For Phase I, five vesting rules were selected: 


- Age 45 and 10 years' service; (45 and 10) 

- 10 years' service at any age; (Service 10) 

- Age 40 and 5 years' service; (40 and 5) 

- Years of age plus service equal 45; (Rule 45) 
(with one year's service for eligibility) 

- 5 years' service at any age. (Service 5) 


(Graduated vesting from 1 to 10 years of service was also examined in 


Phase I and was found to give results intermediate between rule 45 and 
Seruicel5)- 


For Phases II and III two vesting rules were added: 
- Years of age plus service equal 50; (Rule 50) 
(with one year's service for eligibility) 
- 1 year's service at any age (approximate immediate vesting) 
Phase I - Pensionable Service 
ee SP SOROS CE VECS 
Table 13 shows how many years of pensionable service may be ex- 


pected under the various alternatives, and the coefficient of variation 
of individual cases from the respective averages. 
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For retirement at age 65 and entry age 20 the potential service on 
Which pension might be earned by an employee who never changed his job 
or forfeited any pension credits would be 45 years. Table 13 shows, to 
take an example, that with vesting under the age 45 and service 10 rule, 
employees with low termination rates would expect on average to have a 
pension based on 35.3 years of service. Thus, 78.4 per cent (35.3 years 
out of a possible 45) of an average employee's total service would be 
pensionable. In a group subject to high termination rates, the average 
worker would be pensioned on only 16 years of service, or 35.6 per cent 
of potential pensionable service. These percentages of pensionable to 
total years of employment are shown in Table 14, 


Table 14 
Ratio of Pensionable Years of Service to Total Years of Service 


ee = EEE Eee 
Worklife age 20-65 .- 


Termination rates 


Pes. PS: 

Vesting rule Low Medium High male (a) female (a) 
(Per cent) 

45 and 10 78.4 56ru, 85.56 74.2 60.4 
Service 10 S652 6ba3 41.6 84.0 AVI 
40 and 5 83.8 SSS 49,3 80.0 69.6 
Rule 45 88.0 74.9 59.6 84.9 qoe6 
Service 5 92.4 coal Do eS Gl 88.9 


Worklife age 20-60 
Termination rates 


Vesting rule Low Medium High 
(Per cent) 

45 and 10 1528 53.40 Sulares 

Service 10 84.8 62.6 Soeo 

40 and 5 oe. 0 64.5 46.0 

Rule 45 86.8 Taw pOaZ 

Service 5 eM 8) WAS Se 


a Public Service Superannuation Fund (Ontario), 1974-76. 


source The Royal Commission on the Status of Pensions in Ontario, 
Sahin-Balcer study, table prepared by Laurence Coward. 


The large loss of pension rights resulting from high labour turn- 
Over 1s very evident. An objective of this Study therefore is to show 


wanich vesting rule would most erfectively limit they losses from top 
mobility. 


For an employee retiring at age 60, potential service would be 40 
years. We see from Tables 13 and 14 that if vesting occurs under the 
age 45 and service 10 rule, the employee under low termination rates 
would expect to have 30.3 years of pensionable service, that 19)75.Seoce 
cent of his or her potential. The percentage is lower than that for re- 


42 


tirement at age 65 because termination of employment between ages 60 and 
65 is less likely than at a younger age. Where termination rates are 
low, a fairly high proportion of service is pensionable (78.4 per cent 
to 92.4 per cent) depending on the vesting rules and retirement age; but 
where termination rates are high, the proportion is much lower (31.8 per 
cent to 59.3 per cent). It is also to be noted that when termination 
rates are high the coefficient of variation is also high, indicating 
that such service as is pensionable would be distributed very unevenly 
among the employees. 


In Tables 13 and 14 the ordering of the vesting rules used is from 
the most stringent (45 and 10) to the most liberal (service 5) in terms 
of the pensionable service produced, subject to minor irregularities. 
Thus, if full vesting were provided after five years of service regard- 
less of age, more years of service would be pensionable on average than 
under any of the other vesting rules considered. 


Vesting on the Service 5 basis also has the lowest coefficient 
of variation if terminations are low or medium and the second lowest 
coefficient if turnover is high. Under conditions of high employee 
turnover and retirement at age 65, the vesting rule of age plus service 
equals 45 (rule 45) produces the highest degree of pension protection 
with the lowest variability. It is only marginally better, however, 
than service 5 which in all other cases generates more pensionable years 
and is the least~sensitive to different termination rates.. Table 15 
shows graphically the percentage of pensionable service for the various 
vesting rules and termination rates. 


The Sahin-Balcer study shows that it is possible for employees to 
end their career with no pensionable service whatsoever. The probabil- 
ity of this unfortunate result is small (under 1 per cent) except where 
the 45 and 10 vesting rule is in force, or with service 10 with medium 
or high terminations, or with 40 and 5 with high terminations. In the 
other situations virtually every employee who reaches retirement age 
will have some pension from the employment pension plan, even though the 
pension may be very small. 


The years of pensionable service for those subject to the termina- 
tion rates of the public service are intermediate between the figures 
for low and medium terminations. Reference to actual experience in the 
public service enables us to observe the effect of different vesting 
conditions separately for male and female plan members. Higher turnover 
rates among females in the public service, as in most types of employ- 
ment, mean less pensionable service in total and hence lower pensions. 
From Table 14 it is clear that a 5-year service condition for vesting 
would do the most (of the five options tested) to equalize the average 
accumulation of pensionable service for men and women. It should be 
noted that the study, apart from the use of actual termination rates for 
the PSSF, assumes that no one leaves the work-force before retirement. 
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Consequently, reference to the public service rates is useful if we are 
to recognize the existence of an important difference between male and 


female career patterns: the tendency of women to leave the labour force 
for a period of child-rearing. 


While the model assumes that a terminating employee goes immedi- 
ately to a new employer who also has a pension plan, we must remember 
that both men and women are likely to have breaks in work history and 
plan membership. As a result, the study produces figures higher than we 
can expect in the real world. The loss of pensionable service through 
job mobility is more serious than can be shown by the model, whose 
purpose is to show comparative rather than absolute effects. 


Phase II - Pension Benefits 


Phase II builds on the output from Phase I by assessing the amount 
of pension benefit to be derived from various types of pension plans, 
based on the calculated years of pensionable service. Pension benefits 
were expressed initially as a percentage of wages received at age 64, or 
of the wages that would have been received at age 64 had the employee 
not retired at age 60. For our purposes we have recomputed the latter 
to show the pension as a percentage of the last year's pay, 1.e., at age 
60. 


Pension amounts depend on the type of pension plan and the employ- 
ee's earnings history; accordingly it was necessary to make additional 
assumptions. 


Pension Plan Types 
Five types of pension plan were studied: 


- 2 per cent of career average earnings for each year of service, 
contributory (5 per cent by employee) and non-contributory; 


- 2 per cent of last 5 years' average earnings for each year 
of service, contributory (5 per cent by employee) and non- 
contributory) ; 


- money-purchase, contributory - 5 per cent each from employer and 
employee. 


The pension plans were not integrated with the Canada Pension 
Plan, although many plans are in fact integrated in a variety of ways. 
Also ignored is any limitation on pensionable service. To vary these 
assumptions would not significantly alter the relative merits of the 
vesting rules under consideration. 
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Economic Assumptions 


For Phases II and III, economic assumptions were based on the 
Commission's "most probable" inflation assumption as used throughout the 
report. These were taken as: 


Real interest rate 


Rate of Government Pension fund Total rate of return 
inflation bonds portfolios for pension funds 
1980-84 ore era 3.0) G25 
1985-89 Be 2.6 See Sez 
1990- 4.0 ZA 3.0 PaO 


A supplementary calculation was made with low inflation, the above 
figures being decreased by 1 per cent; and with high inflation, the 
above figures being increased by 2 per cent. The real growth rate 
used for wages and salaries was 1.8 per cent i1nW1980=84, @ 2’ per® cent 
1M jl985-89, Fad. 23 perecenteinelI904. the wage profile by age was 
that shown below (the wage at age 20 is assumed to be the same for all 
employees age 40 to 65). 


Age 20 25 30 35 40-65 
Wage index 0 tO meres Soo ele O0 


For contributory defined benefit plans, when an employee terminates 
before vesting, or dies before or after vesting, it was assumed that 
employee contributions are returned with interest at 4 per cent per 
annum (3 per cent if there is low inflation or 6 per cent in the high 
inflation scenario). In a money-purchase plan (contributory), it was 
assumed that the fund rate of interest would apply whether the employee 
terminates or dies. In contributory plans, when an employee terminates 
after meeting the vesting qualification, the benefit is calculated as 
the greater of the accrued pension or what the employee's accumulated 
contributions would buy. (27) 


Tables 16, 17, and 18 show the expected pension benefits derived 
from different types of plan under the various assumptions, expressed 
as a percentage of final wages. The year of entry into the labour 
force is taken as 1980, and therefore the last year of employment is 
2019 for retirement age 60 and 2024 for retirement age 65; in either 
case benefits are related to wages in the year of retirement. In the 
money-purchase plan, the amount of annuity reflects the different life 
expectancies at age 60 and age 65. 
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The potential benefit for an employee retiring at age 60 (that is, 
the maximum pension benefit payable to an employee who has no breaks in 
service) is 80 per cent of career average earnings or of final 5-year 
average earnings as the case may be (2% x 40 years). For an employee 
retiring at age 65 the potential benefit is 90 per cent of the appro- 
priate earnings. 


However, career average earnings for any person are considerably 
less than the last five years' average earnings, which in turn are 
usually less than earnings just before retirement. We therefore Pind, 
on the wage and salary assumptions outlined earlier, that the potential 
maximum benefit for an employee retiring from the career average pension 
plan at the end of year 2024 is 31.37 per cent of his earnings in his 
final year. If this employee had been in the final average plan his 
potential benefit would be 80.23 per cent of earnings in 2024. 


The contrast between the benefits generated by these two pen- 
sion plans is very great. It must be remembered that, in this study, 
benefits in the career average plan are never updated or improved; in 
practice, many plans of this type do have their prior service pension 
raised from time to time, particularly in periods of high inflation. 
Oar purpose here, however, is not to compare the MebtescuOnaOL. LeOBeLuL 
plan types, but to show which are most sensitive to the interaction of 
vesting rules and employee turnover rates. 


If the employee were to retire at the end of 2019 - that is, at. age 
60 instead of age 65 - the maximum potential pension benefit would be 
30.19 per cent of the most recent year's earnings in the career average 
case, or 71.32 per cent in the final average plan. Comparisons Os ais 
age 60 and age 65 retirements are summarized below. 


Sees ve mel elle eee ee ee eee 


Career average Final average 


plan plan 
Retirement at age 60 in 2019 (Per cent) 
Potential pension as percentage of 
last year's earnings in 2019 BOeg U2 32 
Potential pension as percentage of 
anticipated earnings in 2024 22.45 53.04 
Retirement at age 65 in 2024 
Potential pension as percentage of 
actual earnings in 2024 Bou 80323 


a7 a Se ee ee ee ee a a <a era 


The figures based on retirement age 60 and earnings in year 2024 
are included in order that a comparison may be made with the figures in 
Table 4 of the Sahin-Balcer report. It is assumed that the pension 
commencing in 2019 is not indexed or otherwise increased after the 
employee's retirement. 


From Table 16 for career average plans and Table 17 for final 
average plans we find the ranking of the vesting rules from stringent to 
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liberal is the same as that shown for pensionable service (Phase I), 
except that Rule 45 and Rule 50 are now more liberal than Service 5 for 
defined benefit plans. ‘The two former rules preserve more pensionable 
service once the employee has passed age 45 than Service 5, because 
wages increase with age; a year of pensionable service when the employee 
1s approaching retirement has greater value than a year at a younger 
age. 


Generally speaking the variability is in the same order as the pen- 
Sion benefit. Apart from Service 1 which is almost immediate vesting, 
Rule 45 not only produces the largest pension benefit but also has the 
smallest coefficient of variation. 


From Table 18 it will be seen that the order from stringent to 
liberal in the vesting provisions for defined benefit plans is not pre- 
served under the money-purchase plan. Here, it will be observed that in 
money-purchase plans Service 5 is better than Rule 45 if terminations 
are low, about the same with medium terminations, and worse with high 
terminations. 


For all types of plans the vesting rule has a rather small impact 
on the expected pension benefits if termination rates are low; the 
maximum spread between the most stringent and the most liberal rule is 
only 24 per cent. With higher termination rates the vesting rule is 
more critical. At high termination rates the increase in benefits can 
be as much as 143 per cent. 


If the results under Rule 45 and 10 are compared with those under 
Service 10 it will be seen that the age requirement preserves less of 
the expected pension benefits than the service requirement. 


The impact of changing the vesting rule is considerably more pro- 
nounced in money-purchase plans than in career average plans.) Whe 
impact in final 5-year average plans is less than in other types of 
plan. In other words, the money-purchase plan is the most sensitive to 
vesting provisions and the final average plan least. 


Tables 19 and 20 show the percentage of the actual pension to the 
maximum available under the career average and final 5-year average 
plan. The pension under all examples 1s considerably less than the 
pension for an employee who never had a break in service, the maximum 
potential pension under the plan. The pension loss is greater in the 
final 5-year average plan than in the career average. plana ine bothsok 
these plans a loss occurs because not all service is pensionable, but in 
the final 5-year average plan there is another loss because each break 
in service reduces the relative value of the pension accrued before the 
break. Thus, even if there were full and immediate vesting, breaks in 
service would cause a loss of pension in the final 5-year average plan 
relative to the potential pension. 
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Table 19 
Ratio of Pension Benefits to Maximum Potential Pensions Under a Career 
Average Plan 


Worklife age 20-65 Worklife age 20-60 

Termination rates Termination rates 
Vesting rule Low Medium High Low Medium High 

(Per cent) 

45 and 10 86.8 ee 43.8 7433 Doe Sion 
Service 10 Sore Tae 45.9 The 4 58.9 ars O 
40 and 5 O2 192 60.4 TIS Sarat A975 
Rule 50 94.6 86.7 are 82.3 7368 61.6 
Rule 45 eee Sony iO 83.4 TOS 65.5 
Service 5 a2 coe 63.0 82.4 DOT ayy 
Service 1 977.0 Oo cerul owe 80.7 ya: 


Source The Royal Commission on the Status of Pensions Fin Ontario, 
Sahin-Balcer study, table prepared by Laurence Coward. 


Table 20 
Ratio of Pension Benefits to Maximum Potential Pension Under a Final 
5-Year Average Plan 


Worklife age 20-65 Worklife age 20-60 

Termination rates Termination rates 
Vesting rule Low Medium High Low Medium High 

(Per cent) 

45 and 10 aS 48.3 Das As 63.0 A175 Don 2 
Service 10 eR) 50.0 292 Gbel A365 24.8 
40 and 5 74.8 BS cul 5523 65.9 47.0 30.4 
Rule 50 1660 56.8 Ae 6/22 50.0 3547 
Rule 45 76.4 Sieh 42.4 67.8 Si 2 3754 
Service 5 16.0 55 36.6 6755 49.0 B2e 1 
Service 1] qa) 592 44-5 68.7 San 40.2 


source The Royal Commission on the Status of Pensions in Ontario; 
Sahin-Balcer study, table prepared by Laurence Coward. 


Under career average plans the percentage of pensionable service to 
maximum service is less than the percentage of the actual pension to the 
maximum pension (see Tables 14 and 19). For example, with vesting rule 
45 and 10, high terminations and retirement at age 65, the average 
service is 35.6 per cent of maximum service and the average pension 
is 43.8 per cent of maximum vension. The Leason for chistes thet 
termination rates are high at younger ages, when wages and hence the 
pension per year of service are low. It must be remembered that the 
career average plan is assumed not to be upgraded in any way on account 
of inflation or rising wage levels. If prior service benefits were to 
be increased from time to time, the same plan would produce pensions 
closer to those of the final S-year average plan. In practice, career 
average plans are often updated in this manner. Otherwise, inflation 
and normal salary progression operate to create a serious disadvantage 
for members of career average plans. 
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Under the final 5-year average plan the opposite feature is ob- 
served. (See Tables 14 and 20.) For example with vesting rule 45 and 
10, high terminations and retirement age 65, the average service is 35.6 
per cent of the maximum service but the average pension is 28.1 per cent 
of the maximum. The reason for this difference is that any vested 
deferred pension is based on earnings at or shortly before termination 
of employment, and its amount does not change to reflect later earnings. 
If termination had not occurred, all years of service would be pension- 
able on the basis of the 5-year average earnings immediately preceding 
retirement. 


In summary we find that Rule 45 is more liberal than Service 5 
for defined benefit plans, particularly at high termination rates. 
Service 5 is more liberal for money-purchase plans if termination rates 
are low, but less liberal if termination rates are high. Table 21 shows 
graphically the percentage of maximum pension preserved by various 
vesting rules for the three types of plans at medium termination rates. 


Tne "sum" rules such as Rule 45 or Rule 50 are more advantageous 
for older employees, as their benefits will vest immediately by virtue 
of age alone as soon as they have met any minimum service requirements 
for eligibility. (However, the risk that employers would be more re- 
luctant to hire workers 45 and over should be considered.) For younger 
employees a "sum" rule has both advantages and disadvantages. Under 
Rule 45, for example, an employee of 35 would have a vested entitlement 
with as little as 10 years' service; at age 40 the service required 
would be 5 years. An earlier age for vesting is most significant where 
money-purchase benefits are involved, since the period to retirement age 
may be longer and the effect of compound interest that much greater. 
Earlier vesting is also a clear advantage to members of non-contributory 
plans, regardless of the type of benefit. In contributory defined 
benefit plans on the other hand, the advantage is much less clear. The 
younger (and more mobile) employees in effect pay all or most of the 
cost of their accruing benefits. Accordingly, even under the present 45 
and 10 rule, there is often very little employer money tied up in the 
vested deferred pension - but all the employee's contributions. ‘Thus, a 
move to require vesting at an earlier age, if accompanied by a similar 
locking-in of employee contributions, would give younger employees in 
contributory defined benefit plans very little apart from a restriction 
on the use of their own money. Assuming that the value of the deferred 
pension is fairly related to the locked-in contributions, its size, un- 
less indexed or otherwise upgraded, probably will seem trivial compared 
to that of a lump sum in the employee's hands today. 


Despite the evidence that improved vesting might inean little more 
than a limitation on the freedom of employees, it is widely believed 
that it would impose significant costs on employers. Phase III of the 
study therefore is an attempt to determine the relative cost impact of 
the several vesting rules already defined. 
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Phase IIT — Vesting Costs 


The Sahin-Balcer report quotes figures for definite benefit plans 
providing 1 per cent of earnings whether career or final 5-year average, 
for each year of service. The tables in this chapter are based on 2 per 
cent plans which are much more common in practice. Similarly, Sahin and 
Balcer use a money-purchase plan with 6 per cent total contributions, 
converted to 10 per cent in this chapter. The comparisons however are 
not affected by these changes. 


Tne assumptions for Phase III are almost identical to those used 
in Phases I and II. The number of variables were reduced so that the 
Ontario public service terminations were eliminated. Entry age to the 
work-force was age 25 for both retirement groups, age 60 and 65. 


In Phase III value of the lifetime pension benefit was determined 
for the various types of plans on a projected benefit cost method. ‘This 
value is expressed as a level percentage of the employee's earnings and 
could be considered as a comparative measure of the employer's cost 
under certain highly restrictive conditions. Figures were developed to 
show both total cost and the employer's cost. 


Effect of Vesting Rules on Pension Costs 


Table 22 shows "total pension costs" in cases of low, medium, 
and high termination rates, three vesting rules and five pension plans 
based on the Commission's most probable inflation rates. Table 23 
shows the employer's pension costs, that is, total cost less employees' 
contributions. 


"Total pension cost" means the cost for an employee who enters 
employment at age 25, who is subject to specified probabilities of 
changing his or her job (which probabilities depend upon age and ser- 
vice), who is never unemployed, and all of whose employers have the 
same type of pension plan. The total cost will be shared between the 
employee and employer in a contributory plan. It will fall entirely on 
the employer in a non-contributory plan. 


Tne total pension cost is expressed as a level percentage of the 
employee's wage or salary. ‘Thus if the cost shown in Table 22 is 4 per 
cent of earnings, it means that contributions equal to 4 per cent of the 
employee's earnings throughout his or her working life would suffice 
to pay for the benefits from all plans in which he or she had vested 
rights. It does not, of course, mean that the cost to each employer is 
4 per cent. 


Table 22 does however show the value of the pension benefit to a 
new entrant. More important, it enables comparisons to be made of 
the cost effects of different vesting rules. Table 23 1s of the same 
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nature, except that employee contributions are deducted so that the 
value (cost) is the portion paid for by the employer. 


The efficacy of a vesting rule in preserving pension rights can be 
judged by the number of years of service that are pensionable; or by the 
amount of annual pension that is preserved; or by the value (cost) of 
the pensions. The tables in this chapter allow comparisons to be made 
using each of these three criteria. 


The cost figures in Tables 22 and 23 can be considered in two quite 
different ways. First, they represent the value of the pension to an 
average employee who is subject to the specified termination rates; the 
value is expressed as a level percentage of earnings each year through 
the working lifetime. Secondly, they provide an indication of relative 
cost to an employer who operates a pension plan with immediate eligibil- 
ity and whose employees are subject to the specified termination rates, 
on certain very restrictive assumptions as to the age distribution of 
the employee and other factors. The figures should be used only for 
comparative purposes and offer no guidance as to the cost of any pension 
plan in practice. 


Tables 22 and 23 show that in a career average non-contributory 
plan, with a worklife of age 25 to 60 and medium termination rates, the 
cost of. the plan wrthavestingwat’ 45¢and 1071s 4. 56" pemacenurof eee 
employee's earnings and with vesting at Service 5 is 5.86 per cent of 
earnings. A change in the vesting rule to Service 5 would, therefore, 
raise the value of the employee's pension rights and raise the employ- 
er's pension costs. On the particular assumptions used in this calcu- 
lation the additional cost in terms of a level percentage of employee's 
earnings would be 1.3 per cent. 


Table 24 uses the figures in Table 23 to show the approximate 
expected increase in cost to the employer of changing the vesting rule 
from 45 and 10 to Rule 50 or Service 5 or to other vesting rules. 


In Table 24, for example, we see that the cost of moving from a 
vesting rule of 45 and 10 to Service 5 in a non-contributory final 
5-year plan with medium termination rates would be an additional 1.08 
percent Of payroll. = Movingmtor vesting. Rule s0.wouldgcose the came 
employer an additional 1.36 per cent of payroll. The highest cost 
to the employer (2.3 per cent) is generated by a move to Rule 45 in 
non-contributory final pay plans having high terminations, excepting of 
course for service 1 which is almost immediate vesting. 


The following observations should be noted from Phase III: 


1. Total cost in contributory plans is appreciably greater than in 
non-contributory plans. This is because employees in contribu- 
tory plans who do not qualify for vesting on a job change must 
always receive the value of their own contributions. 
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2. The cost to the employer in contributory pension plans of the 
career average type is less than half the cost of a similar 
non-contributory plan. (See Table 23.) However, this does not 
apply in final 5-year average plans, where the employer cost 
may be as much as 65 per cent of the non-contributory cost. 
In the case of contributory career average plans with high 
termination rates the employer cost may be negligible. 


3. The cost of pensions payable at age 60 is more than the cost of 
pension at age 65, even though the pensions are smaller because 
of the shorter service. 


4. Of the three vesting rules examined in Tables 22 and 23 of 
Phase III, Rule 50 (that is, vesting when years of age plus 
years of service total 50 or more) is generally more effective 
in producing pensions and is more expensive than vesting after 
5 years' service, which in turn is better than the present rule 
of age 45 and 10 years" service. 


EEfect, of Inflation on. Pension. Costs 


Supplementary valuations of pension cost were made assuming higher 
and lower inflation than that assumed for Tables 22 and 23. High 
inflation was 2 per cent higher and low inflation 1 per cent lower 
than in the standard runs based on the Commission's most probable as- 
sumptions. These changes were reflected in both interest rates and 
wage increases. Tables 7, 8 and 9 of the Sahin-Balcer report show the 
results in considerable detail for the 1 per cent career average plan, l 
per cent final 5-year plan, and 6 per cent money-purchase plan. 


The general effect of higher inflation is to lower the cost of 
defined benefit pension plans, although money-purchase plan costs are 
unaffected. (See Table 25.) Inflation also has a much more powerful 
effect on career average plans than on final 5-year average plans. In 
the former, inflation increases the gap between present earnings and 
earnings on which a vested deferred benefit is based, and between 
current and pre-retirement earnings. 


From Table 25 it is possible to derive approximate adjustment 
factors set out in Table 26 for inflation rates higher or lower than 
those initially assumed. When applying these factors it should be 
remembered that they represent changes in total cost. The impact on 
employer ‘costs will be sharply higher inh a*contributory plan’ if7_ 4s 
nearly always is the case, employees are required to contribute at a 
constant percentage of pay. In a plan that is financed by a total of 8 
per cent of payroll, for example, with employees contributing at a fixed 
rate Of 5 per cent, a 17 per cent reduction in total cost — 1.36 per 
cent of payroll - would reduce the employer's 3 per cent share to 1.64 
per cent, for a-cost saving of 45° per cent. 
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The definite advantage of high inflation rates to employers with 
career average plans that are not upgraded has already been noted. 


Table 26 
Approximate Adjustment to Total Pension Costs for Higher and Lower 
Inflation 


Non-contributory Contributory 
Career Final Career Final 
average 5-year average 5-year 
(Per cent) 
2 per cent higher inflation =2/ -18 -17 -13 
1 per cent lower inflation lS +11 +11 +8 


Source The Royal Commission on the Status of Pensions in Ontario, 
Sahin-Balcer study, table prepared by Laurence Coward. 


Effect on Pension Costs of an Increase in the Real Rate of Return on 
Investments 


Additional tests of the model used real rates of investment re- 
turn .6 higher than those adopted by the Commission for its economic 
assumptions throughout the report. ‘The results show that a higher real 
return would decrease employer cost significantly in defined benefit 
plans but only slightly in money-purchase plans. The decrease in cost 
for contributory defined benefit plans could be substantial, since in 
extreme cases the employee's contribution will pay for the whole of the 
benefit. This position arises in part because the interest credited on 
contribution refunds for employees who leave without vested pensions is 
at a lower rate than the interest earned by the pension fund. Detailed 
results showing the effect of a higher investment yield can be found in 
Table 10 of the Sahin-Balcer report. 


Conclusions 


The foregoing outlines the more salient features of the Sahin- 
Balcer study. The reader is urged to read the whole study carefully 
because its approach is novel and its conclusions of importance to the 
future Of pensions In Ontario, The novelty consists in the attention 
given to the interaction of plan design and vesting rules from different 
viewpoints. As pointed out in the study, the employer is concerned 
primarily with the magnitude and predictability of pension cost, while 
the employee is concerned with the existence and value of the pension 
benefit. Government has an intermediate concern - the determination of 
rules that will provide an equitable distribution of pension benefits 
over all employees, and at a cost which will not discourage the develop- 
ment and continuance of employment pension plans. The study also shows 
that any one vesting rule will have different effects on different plan 
designs, so that more than one vesting rule might be appropriate. ‘The 
comments that follow are based on the results of the analysis shown in 
the tables and figures in the study. 
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Effect of Plan Design 


In Table 27, from the Sahin-Balcer report (Table 11), different 
plan designs are evaluated as they affect various factors and from 
different points of view. It will be a useful tool in considering 
policy changes. Ranking has been attempted in order to illustrate how 
the survey results may be used in arriving at judgments that take into 
acount those interactions we consider most relevant. 


Keeping this analysis in mind, we assess the effects of changing 
the vesting rules for the several plan designs. 


Effect of the Vesting Rules 


This assessment covers the value of the benefit to the employee, 
equality in distribution of benefits among employees, and the effect on 
total cost and employer's cost. Three tables follow, one for each plan 
design, showing the ratios for benefit, cost, and equality - first in 
relation to the existing 45 and 10 vesting rule and secondly in relation 
to immediate vesting (Service 1). The Gini Coefficient Index referred 
to in the tables represents the equality of distribution of benefits 
over the group of employees. In Table 28 for example, where 45 and 10 
ts7onownasel.. 00; Nal lmother rules ares less than I. which means ‘that all 
CLeaeeimore cqualodastribution ‘of ‘benefits ‘than’ 45 and’ l0,; ‘wrth the 
lowest .10 for Service 1, low terminations, being the best or most even 
in distribution of benefits. Under the same heading the bracketed 
figures show Service 1 as the most equitable at 1.00 and all other rules 
increasingly less equitable, reaching 10.00 for 45 and 10 with low 
terminations. 


The Sahin-Balcer study draws the following inferences from these 
tables: 


1. Liberalizing the vesting rule will have a greater impact on 
career average plans than on final average plans (compare 
Tables 28 and 29). 


2. Liberalizing of vesting will have a greater impact where termi- 
nation rates are highest, for all plans. 


3. Removing the age requirement from 45 and 10, e.g., changing 
to Service 10, will make only a marginal improvement in cost, 
benefits and distribution in defined benefit plans. The effect 
however is much more marked in money-purchase plans (see Table 
30). 


4. For defined benefit plans, 40 and 5 or Service 5 would produce 
about the same results, with Service 5 only marginally better 
in nearly all cases. Service 5 performs better than 40 and 5 
for money-purchase plans. 
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5. For defined benefit plans, Rule 50 and Rule 45 produce better 
results than 40 and 5 or Service 5, with Rule 45 only slightly 
better than Rule 50. It is interesting to note how close the 
impact of Rule 45 comes to immediate vesting (Service 1). The 
variance between the last two rules, however is much greater 
for money-purchase plans. The largest variances among the 
rules for each plan design occur with high terminations. 


For money-purchase plans it is clear that the best course would be 
to remove any age qualification for vesting. This would mean that vest- 
ing could occur at very early ages, and if locking-in were simultaneous, 
the monies would be locked-in at very early ages. In a money-purchase 
plan this is especially advantageous; since interest on locked-in monies 
will move up with inflation, terminated employees will not suffer as 
they now do in defined benefit plans, particularly in career average 
plans that are not updated. 


For defined benefit plans the use of 40 and 5 could be preferable 
to service 5 to avoid the locking-in of employee contributions at early 
ages. Rule 45, which is closer to immediate vesting, also minimizes the 
problem of locking-in; it is also more costly. 


From the analysis therefore, the best approach would seem to be the 
adoption of one rule for defined benefit plans and another for money- 
purchase plans. Comparability of rules would suggest the following 
options: 


CA BY MP 
Present vesting rule 45 and 10 45 and 10 45 and 10 
Improved vesting rule 40 and 5 45 and 10 Service 5 
Immediate vesting Rule 45 Rule 45 Service l 


However the Commission sees the adoption of more than one vesting 
rule as too confusing and cumbersome. If so, then the study suggests 
that the choice should be a service rule without age qualifications. 
This would improve the delivery of pension from money-purchase plans 
Slightly more than for defined benefit plans but would be beneficial 
for all types of plans. The locking-in problem, which is accentuated 
in defined benefit plans when the age qualification is removed, is 
discussed below. 


The adoption of a sum rule such as Rule 45 would have the effect 
of vesting benefits immediately for all those aged 44 and over (assuming 
a, onesyear elbidibtlityeprovision)). <This acstardesmrabile tracult for 
the protection of those who are at the point when time is running out 
for accruing a reasonable pension before retirement. On the other hand 
it would greatly increase the cost of hiring an older worker for an 
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Table 29 


Selected Measures for Last Five Years' Average Plans Indexed on the Corresponding Values Under 
the Rules 45 and 10 and Service 1 - Age Group 25-65, Most Probable Economic Assumptions 


Gini index 


Expected benefit 


in non- 
contributory 


(LOEaIS cost) man 
non-contributory 


Expected cost in 
contributory plans 


Total 


Vesting 


Termination 
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CE. 00)) 
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100 
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1.00 
OZ 


45 and 10 
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40 and 5 
Service 5 
Rule 50 
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dS 


i 02 
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IZ 05 
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06 
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1.04 
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1.02 
L'03 
1, 038 
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74 
12 


Low 
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1.04 


Rule 45 


1,05 (2.90) 


. 68 


Service l 


68 
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(.84) 
(225) 
(.94) 


Le00 


C5925) 
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(4.96) 
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1.00 
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1.00 
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Rule 50 
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1.24 
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Ls 


45 and 10 


(.85) 


G66: ) 
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1.60 


Service 10 
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AA FS) 
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Source The Royal Commission on the Status of Pensions in Ontario, Sahin-Balcer study, Table 13. 


Table 30 


Selected Measures for Money-Purchase Plans Indexed on the Corresponding Values Under the Rules 


45 and 10 and Service 1 —- Age Group 25-65, Most Probable Economic Assumptions 


Gini index 


Expected benefit 


Expected cost in 


in in non- 
contributory 


non-contributory 


(total cost) 


Vesting 


Termination 


(3 5:) 
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Source The Royal Commission on the Status of Pensions in Ontario, Sahin-Balcer study, Table l3. 


employer with a defined benefit plan, and the Commission is concerned 
that legislation to obtain pension entitlement should not threaten 
the ability of older workers to obtain jobs. The sum rule also means 
that a younger employee would have to work for longer periods before 
achieving any vested benefits even though in the younger years job 
mobility is greater than for those at the older ages. For example, a 35 
year Old would have had to start at age 25 to accrue the 10 years' 
service required for vesting. Eligibility rules often provide that 
membership in the plan is not available to those under 30; in such a 
plan the earliest age at which the Rule 45 vesting condition could be 
fulfilled would be between age 37 and 38 with 7 or 8 years' service. 
While a sum rule is attractive for defined benefit plans in the Sahin 
analysis, the Commission prefers to achieve a reasonable balance be- 
tween the needs of younger and older workers. Therefore, it favours 
a vesting rule based on service alone. The number Of syeadrs “Service 
to be required depends on which of the Commission's recommendations 
for the overall structure of the employment pension plan is implemented: 
10 years of service or membership if the proposed mandatory plan is 
adopted; otherwise, 5 years. Full details of these alternatives are set 
out in Chapter 12, "Recommendations for Employment Pension Design." 


LOCKING-IN 


As noted by the Committee on Portable Pensions, a dilemma becomes 
apparent in the task of relating employee contributions to any vesting 
Standard. If the objective of improved vesting is to preserve people's 
pension entitlement in the form of a deferred benefit, it might seem 
immaterial at first glance to distinguish between the employer—purchased 
and employee~purchased portions. Just as it is essential to "lock-in" 
employer money, so it is necessary to curtail the right of a terminating 
employee to withdraw cash and thereby forfeit all or part, of the right 
to a pension at retirement age. At the same time, it is clear that many 
employees regard their contributions as personal Savings which they 
should have the right to use as they see fit - especially if they are 
leaving a particular employer and pension plan. The policy dilemma is 
aggravated by the realization that younger employees in contributory 
defined benefit plans may in fact receive no benefit apart from the 
value of their own locked-in contributions; that 1s, their benefits 
involve no employer contributions and hence no vesting in the usual 
sense. 


The present vesting rule in the Ontario Pension Benefits Act cre- 
ates a right in a terminated employee who is at least age 45 and has 10 
years' continuous service with the employer or 10 years' membership in 
the plan to a deferred life annuity at normal retirement age under the 
plan, based on pension credits earned to the date of termination. When 
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the employee has made contributions under the pension plan, the act 
prohibits the withdrawal of these contributions except 


(1) where the employee has not yet fulfilled the conditions for 
entitlement to a deferred life annuity, i.e., is not at least 
age 45 with 10 years' service or membership in the plan; 


(ii) where the vested employee elects, and where the pension 
plan permits, prior to normal retirement defined by the 
plan, to take as a lump sum an amount not exceeding 25 per 
cent of the commuted value of the deferred life annuity to 
wnich he is entitled by the vesting rule. This means that, 
except for the right to commute 25 per cent on termination, 
Once an employee is vested by the 45 and 10 rule his or her 
contributions are "locked in."(28) 


Locked-in contributions must remain in the employer's pension 
plan with one exception. The plan may permit the employee to have 
his or her pension benefit credit (i.e., the monies required to provide 
the deferred life annuity) transferred to another pension plan, an 
insurance company, Or a registered retirement savings plan, provided 
that the monies so transferred cannot be used for any purpose other than 
a deferred life annuity. (O. Reg. 654, sec. 16) 


Also in operation is a non-statutory locking-in.created by the 
design of some pension plans. The act permits a plan to provide vesting 
or locking-in at any earlier age or with less service than the statutory 
rule requires. In practice, any such provision - except in a non- 
contributory plan - usually is in the form of "contingent" vesting. 
That is, a terminating employee who qualifies will be given the promise 
of a deferred pension only if that person's own contributions are not 
withdrawn. 


In a contributory plan that provides contingent vesting, a ter- 
minating employee may be entitled to one of three possible types of 
benefit: statutory vesting, contingent vesting, or a refund of employee 
contributions. In a non-contributory plan, vesting will be at least the 
statutory minimum, and may be more generous; in any case it will not be 
"contingent." The operation of vesting in a contributory plan may be 
illustrated by means of three hypothetical employees, each terminating 
employment at a different age and with different periods of continuous 
service. In these examples we assume a money-purchase plan with match- 
ing employer and employee contributions. Full vesting is provided on a 
contingent basis, after 5 years' service and without regard to age: 


Case l 


A terminates employment at age 47, having worked for 12 years with 
the employer. By law the employee is entitled to a deferred life 
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annuity in the amount which can be purchased by the total contributions 
of employer and employee, with accrued interest, payable at normal 
retirement age under the plan. Subject to the exceptions already men- 
tioned, the contributions are locked-in and used to provide a life 
annuity at retirement age. 


Case 2 


B terminates employment at age 43, having worked for 5 years with 
the employer. The statutory 45 and 10 rule does not apply; but B 
has sufficient service for contingent vesting under the plan - that 
is, a deferred life annuity from both his or her own and the employer's 
contributions on retirement provided the employee's contributions are 
not withdrawn. If cash withdrawal is the choice, the employee forfeits 
the right to any benefit from the employer's contributions. The act 
does not operate to lock-in the employee's contributions because he 
or she -has not yet fulfilled the statutory conditions: but in» order 
to benefit from vesting under the terms of the plan, the person must 
NTOCck=in"shis Por ther ownrcontributions.. © In-otherm words the: right ato 
any benefit from the employer's contributions is "contingent" on the 
voluntary locking-in of employee contributions. 


Case 3 


C terminates employment at age 32, having worked for 3 years with 
the employer, and is not entitled to a deferred life annuity either 
under the act or the plan. ‘This employee's contributions will be re- 
funded (with or without interest), but there will be no benefit from the 
employer's contributions. 


These examples, apart from illustrating the three general degrees 
of vesting, serve to demonstrate that a money-purchase plan gives the 
employee a clear picture of what is vested, what is locked-in, and what 
will be forfeited if the employee's contributions are withdrawn from 
the plan. In a defined benefit plan, on the other hand, the employee 
usually has no idea how much employer money (if any) is involved in 
providing the "vested" pension or stands to be forfeited if the indi- 
vidual chooses a lump sum settlement. In defined benefit plans this 
lack of information in itself is sufficient reason for dissatisfaction. 


Before any attempt is made to evaluate that dissatisfaction - 
that 1s, to judge whether it is well-founded - it is useful to examine 
the nature of defined benefit plans, and especially how their funding 
differs from money-purchase. 


In all types of plan, benefits are pre-funded; that is, money is 


paid into a fund regularly, accumulates with compound interest, and 
1s available to be paid out in the form of pensions when plan members 
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meet the specified conditions. In its simplest or money-purchase form, 
a known amount of money is contributed periodically by employer and 
employee, accumulates interest, and creates a Capital amount which is 
paid out as an annuity during the person's retirement years. Because of 
the compounding effect, the period of accumulation is vital: the longer 
the period, the greater the eventual value in relation to the amounts 
contributed. For that reason, a given amount contributed at age 25 and 
invested at 8 per cent will have roughly 14 times the value (at 65) of 
the same amount contributed at age 60. 


Precisely the same principle underlies the funding method in a 
defined benefit plan; but here it is applied in reverse. For any 
specified benefit amount at retirement age, a capital value can be 
determined (using estimates of post-retirement interest and mortality). 
The current contribution then is the amount which, when invested at 
an assumed rate of interest, will produce the desired capital amount 
by the time the member retires. Again, the period of accumulation is 
crucial; but in this case it is the cost which varies according to the 
present age of an employee, not the amount of the eventual pension. 
Accordingly, using the same figures as before but transposing into a 
defined benefit framework, the same retirement benefit purchased now for 
a person aged 25 would cost roughly one-fourteenth as much as the same 
benefit purchased for someone aged 60. 


From the foregoing it will be clear that the relationship between 
employee contributions (usually at a fixed rate of pay) and the amount 
of benefit credited for a given period of service will vary according to 
present age - or, more precisely, the number of years to retirement age. 
Similarly, the employer's cost varies - from little or nothing for the 
benefits of very young employees, to a relatively high proportion for 
Older workers. (Conversely, in a money-purchase plan, both employee 
and employer contributions remain at the same rate throughout, but the 
rate of benefit accrual as a percentage of earnings decreases as the 
employee's age increases. ) 


Any discussion of vesting and locking-in accordingly must take into 
account the relationship at various ages between the value of employee 
contributions and the value of the vested (defined) benefit. While this 
problem does not arise in non-contributory plans, it is common to most 
contributory types. Its implications may be seen in the following 
extract from a working paper prepared by the federal Department of 
Insurance: 

"a) The table below indicates the situation in typical 'career 
average' pension plans under current economic conditions but 
where no updating of benefits has taken place. The interest 
rate assumed in the calculations is 6 1/2 per cent per annum 
and salary progression is 5 1/2 per cent per annum. 
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Entry age Employee con- Benefit Age at which the value of 


of plan tribution rate level asa accrued benefits is greater 
member as..a percent. per cent than the value of employee 
of salary of salary contributions accumulated 
at 6 1/2 per cent 
pps) 5.0 2eU 62 
35 5.0 220) 55 
45 SAU), Za0 47 
25 5.0 fl Des: after age 65 
SD De V 1S 62 
45 50 Le 55 
"b) A similar situation exists under 'final average' pension plans 
but the age at which the value of the accrued benefits is 
greater than the value of employee accumulated contributions 
will be somewhat lower than in the case of 'career average' 
plans. The table below indicates the situation in a 'final 
S-year average’ pension plan where the interest rate used in 
the valuation is 6 1/2 per cent per annum and the salary scale 
is 5 1/2 per cent per annum: 
Entry age Employee con- Benefit Age at which the value of 
of plan tribution rate level as accrued benefits is greater 
member aS cl Der Cent Tampere cent than the value of employee 
of salary of salary contributions accumulated 
at 6 1/2 per cent 
25 5F0 260 50 
35 5.0 Des 49 
45 5.0 280 47 
25 aU aS 55 
55 oa!) Le5 54 
45 Syi0 Thais) bs 
"c) As can be seen from the first table, under certain career 


average plans, there could be, in addition to many locked-in 
terminated employees, also employees reaching retirement age, 
for whom the value of benefits is less than the value of their 
COnterIbutlonSs =.” (29)) 


It is clear that any employee entitled to a vested benefit before 
the ages shown in the above tables would actually have paid at least the 
entire cost of that benefit. Most employees terminating under the 
conditions illustrated would have purchased more than the value of their 
entitlement. To prevent that occurrence, the Pension Benefits Act 
was amended in 1973 to stipulate that the pension benefit credit of 
a terminating employee must be at least equal to the value of that 
person's contributions. 


74 


Regardless of who is paying for the pension, employee or employer, 
locking-in means a disadvantage to the locked-in terminated employee in 
both career average and final average plans, especially in the latter. 
With inflation, both salary scales and nominal interest rates will rise 
sharply, but benefits earned by the terminated employee in terms of 
the pension promised do not. Therefore in many cases it would be 
to the advantage of a terminated employee to take out his or her own 
contributions and invest them elsewhere, even if it meant forfeiting any 
right to the employer's contributions. Once locking-in applies this 
cannot be done except by transfer as described above. 


The debate over locking-in often turns on the degree of paternalism 
required to ensure that people receive pensions at the end of their 
working lives. If cash is available at termination, will it be spent on 
short-term satisfactions, reinvested in long-term capital acquisitions 
such as housing, or put into an alternative retirement income vehicle? 
If it is true over long periods and in various economic conditions 
that employees could do better by investing their contributions else- 
where than in the pension plans of former employers, the rationale for 
locking-in becomes tenuous indeed. It is natural for employees to 
compare the situation under contributory pension plans with that under 
RRSPs and Deferred Profit Sharing Plans, where the only obstacles to 
removing cash from the plans are the income tax consequences. Recent 
amendments to the Income Tax Act, allowing more flexibility in the 
disposition of RRSP accumulations, serve to underline the disparities. 
Registered pension plans provide only one form of benefit - a life 
annuity - regardless of the requirements of the individual pensioner. 
These facts may be viewed in the light of a general feeling that one 
should be able to control one's own money. 


Tne experience of the United Church of Canada pension plan is 
probably typical of many plans.(30) The plan provides for full vesting 
after 5 years of pensionable service, but entitlement to the employer's 
contributions in the form of a pension benefit is contingent on the 
employee's leaving in his or her own contributions. The plan has a 
career average formula. An analysis of terminations under the plan in 
1976 showed the following: 


Number of terminations of membership in 1976 116 
Number required to receive a cash return of their 
contributions because they had no vesting. 


(terminated before completing 5 years service) _60 
Balance entitled to deferred pension credits 56 
Members locked-in under provincial legislation lc: 
Balance of members with a choice of cash or 

deferred pension 40 
Number electing cash 19 (48%) 
Number electing deferred pension 21 (52%) 
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Statistics for the Hospitals of Ontario Pension Plan in 1976 and 
1977 showed nearly 100 per cent of terminated employees electing cash 
withdrawal. Two hundred and ninety-three took cash out of 301 termina- 
tions. In general this plan covers low-paid, highly mobile workers. (31) 


In discussing the question of improvements for terminated members, 
the United Church asserted that "considerations of individual equity 
give way to consideration of sharing for the good of the whole member- 
ship of the plan." A possible answer would be to restructure pension 
plans to provide a money-purchase formula for employer contributions. 
"However," the brief continues, "the effect of this restructuring trans- 
fers some of the employer resource from continuing members to termi- 
nating members which might be viewed with disfavour by the membership 
unless there was a coincident increase in employer contribution to the 
plan./"(3Z) 


From briefs and oral submissions, the Commission found a general 
desire on the part of employers, most professionals in the pension 
industry, unions, and women's groups for locking-in to occur simultane- 
OusSly with vesting, and for both to apply at an earlier time than is now 
required under the Pension Benefits Act. Some desired immediate vesting 
and immediate locking-in regardless of age or service. Against this 
general opinion was the evidence of several people in the younger age 
group who were opposed to any locking-in of employee contributions, and 
the brief of William M. Mercer Limited which also recommended that the 
"locking-in" provision be eliminated. The brief stated: 


"The present 'locking-in' of employee contributions is inconsistent 
with the position held by non-contributory pension plans and diffi- 
Cult to defend in the case of younger employees who may be entitled 
to a vested benefit of no greater value than their own accumulated 
contributions." (33) 


If the concept of locking-in of employees' contributions is to be 
retained on the ground that pension design must provide pensions at the 
end of a person's worklife rather than small sums of cash accumulated 
after short service with several employers, the following matters have 
to be resolved: 


1. At younger ages only the employee's money is locked-in to 
provide the pension benefit and the employer pays nothing for 
the employee. 


2. The employee's money remains in the pension fund and could be 
subject to loss on wind-up in some circumstances. 


3. Improvements of benefits which may result from higher nominal 
interest rates are seldom (if ever) applied to the benefit of 


terminated employees, even though the higher rates of interest 
are being earned on the terminated employee's money. 
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4. Individuals desire more options for the use of their own funds, 
especially if they think they could do better by choosing an 
investment vehicle outside the pension plan. 


5. There are both real and perceived inequities in contributory 
pension plans as compared with non-contributory plans, RRSPs, 
and Deferred Profit Sharing Plans. 


THE COMMISSION'S PROPOSALS 


Tne Commission presents two proposals to deal with the questions of 
portability, vesting, and locking-in. The first proposal also deals 
with extending coverage for employment pension plans. 


The first proposal is for a mandatory employment pension plan 
covering a work-force identical with that of the Canada Pension Plan, 
(1.e., 97 per cent of the work-force in Ontario) designed on a money- 
purchase basis, to create a fully portable pension up to levels related 
to the Average Industrial Wage at the time of retirement. This proposal 
is explained in Chapter 12, "Recommendations for Employment Pension 
Design." 


The second proposal consists of recommendations dealing with vest- 
ing and locking-in, designed to alleviate some of the shortcomings of 
existing employment pension plans. This proposal seeks to improve 
portability through improvement of the vesting rule, in recognition of 
emerging job mobility patterns in business and industry. By itself, 
this proposal is not addressed to the problem of coverage; whether plans 
are established or maintained is assumed to continue to be a matter 
for voluntary decisions. The Commission has recommended a move to a 
ten-year service rule for all employment pension plans if the mandatory 
plan is adopted, and to a five-year service rule if the mandatory plan 
is not adopted. However even if there is no change to the vesting 
rule, and whether or not the mandatory plan is adopted, the Commission 
proposes certain changes in the rights of employees on termination 
to deal with the existing problems arising from locking-in and the 
preservation of pension rights in existing pension plans. 


In treating the two proposals separately the Commission does not 
intend to suggest that they are mutually exclusive. On the contrary, 


certain aspects of our recommendations on portability are complementary 
to those dealing with extension of coverage. In any case we recommend 
certain immediate steps to deal with the preservation of rights in 
existing pension plans. If the mandatory plan were put into place 
immediately as the Commission advocates, it would be possible to enter- 
tain somewhat less extensive vesting improvements for benefits above the 
level provided in the mandatory plan, but some changes in vesting and 
locking-in are essential in any event. 
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RECOMMENDATIONS FOR RIGHTS ON TERMINATION 


The vesting rule affords a measure of protection for the termi- 
nating employee by protecting pension credits earned to the date of 
termination. The Commission agrees that an extension of protection to 
more workers through earlier vesting would be beneficial. By itself, 
however, earlier vesting is not enough. Therefore, even if the vesting 
rule is not changed from the present rule of age 45 with 10 years' ser- 
vice, the Commission recommends that rights on termination be governed 
by the following principles which should be incorporated in the Pension 
Benefits Act. ‘The recommendations are for minimum standards only; a 
plan could provide better terms than those required by law. 


Termination Before Vesting 
Contributory Plans 


The employee is entitled to the return of his or her own con- 
tributions with interest calculated at one per cent below the annualized 
rate paid by Canadian chartered banks on non-chequing accounts, and 
compounded annually. The employee sis) not. entweled to. anything: in 
addition from the employer's contributions. 


Non-Contributory Plan 


The employee is not entitled to any payment from the employer 
contributions. 


At present, whether a terminating employee receives interest on 
his or her contributions depends on the terms of the plan. It is not 
uncommon for employees to receive no interest. When interest is paid it 
is often at a very low rate and may not be compounded. In times of high 
interest rates employees see these provisions as a great injustice. To 
require interest at the amount a person could get by depositing funds in 
the banks will mean an additional cost to the employer, but not one that 
will jeopardize the rights of active employees whose monies remain in 
the pension fund. 


Termination After Vesting 


Contributory Defined Benefit Plan 


(1) The value of the accrued pension to date of termination, in- 
cluding improvements to the extent funded, is to be determined 
either 


a) by establishing the cost of an equivalent insurance company 
annuity payable at the normal retirement age under the plan 
for life with no guaranteed term, at the best rate generally 
obtainable at the date of termination; or 
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b) by computing the cost of the benefit using an interest rate 
Or range of rates set or approved by the Pension Commission 
Of “Ontario. 


(an ) The value thus determined is then allocated as cost, half to the 
employee and half to the employer. 


(111) Employee's Share of the Cost 


Tne employee's contributions with interest calculated at one per 
cent below the annualized rate paid by Canadian chartered banks 
On non-chequing accounts and compounded annually, will be applied 
against the employee's share of the cost. Any excess over the 
employee's share of the cost will be refunded to the employee and 
will be taxable in his or her hands unless he or she elects to 
transfer it to his or her mandatory plan account (if adopted), to 
a regular RRSP or to his or her new employer's pension plan (if 
permitted by the new employer), as the employee may decide. 


(iv) Employer's Share of the Cost 


The employer assumes the obligation of providing the deferred 
life annuity for the value of the accrued pension at normal 
retirement age under the plan. In this way the employer is 
not required to pay out cash for the employer's share of the 
cost now since this could have adverse effects on the liquidity 
and solvency of the fund if there were many terminations. The 
employer is obliged to bear at least one-half of the cost in the 
long run. 


(v) The value of the accrued pension is locked-in, subject to the 
right of a terminating employee to elect to receive the commuted 
value of the deferred life annuity where the amount of benefit 
payable at normal retirement under the terms of the plan is less 
than $25 per month or such other minimal amount as may be set 
by regulation from time to time. This option should be made 
available to the terminating employee regardless of the terms of 
the plan; that is, the act should not (as at present) simply 
permit the plan to allow commutation of small amounts. 


The rationale for an equal allocation of cost is a reflection of 
the understanding of most employees in contributory defined benefit 
plans. Time after time at its hearings, the Commission was told that 
the pension was paid for by a percentage deducted from the employee's 
wages and a matching contribution made by the employer. The employer's 
guarantee or the employer's obligation to pay the cost of pension at 
retirement was understood by few outside the pension industry. The 
Commission is most concerned about the general lack of comprehension of 
the workings of a defined benefit plan. The layman, labouring under the 
misapprehension that contributions are "matched," would be astounded 
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to see the evidence (in "Locking-in," above) that the employee alone 
purchases most of the benefit in an unimproved career average plan. ‘The 
employee could fairly question the compulsion to join a pension plan in 
which his or her own money is locked-in at apparently low interest rates 
when he or she could readily utilize those funds for an RRSP or the 
purchase of a capital asset such as a house for long-term appreciation. 
If the defined benefit plan is not to be abolished completely, there 
must be some move to remove the inequities which are inherent in the 
design. The Commission believes the equal cost approach to vesting 
not only represents the popular understanding of such plans, but also 
recognizes, by requiring the employer to assume at least an equal share 
of the cost, that pensions are a form of "deferred wages." For the 
terminating employee, the Commission's approach removes the inequity of 
making the young employee pay for the whole or most of the cost of the 
accrued pension. 


Non-Contributory Defined Benefit Plan 


The employee receives a deferred life annuity based on pension 
credits accrued to termination as under the current legislation. The 
entitlement is locked in and is carried in the employer's plan subject 
to the commutation provisions for pensions with minimal monthly bene- 
fits. There are no rights to transfer the pension benefit out of the 
employer's plan. 


Contributory Defined Contribution Plans 


The above procedures will apply equally to defined contributions 
(money—purchase) plans, except that the cost sharing is already estab- 
lished and no valuation need be made. 


Right to Transfer Out of the Employer's Plan 


Objections to locking-in arise in part from the fact that there is 
no continuing link between the terminated employee and the employer. 
The terminated employee resents the fact that his money remains in the 
control of an establishment with which he was discontented or which was 
discontented with him. High interest rates in the market compared with 
those in the pension plan are ground for more ill feeling. In addition, 
aS a worker acquires vested rights in several plans, the chances of 
remembering when and where to apply for the pensions decrease as time 
and distance separate worker and employer. The Commission therefore 
recommends that the vested employee should have the right to transfer 
out of the employer's pension fund the portion of the benefit, or the 
money equivalent, representing his own contributions with interest. 
There should be no right to transfer out the employer's half. In that 
way, contributory and non-contributory members will be treated alike. 
To maintain this equal treatment the employee in a contributory plan 
Should have the right to have the half he or she paid for in money 
equivalent transferred to: 
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a) that person's account in the minimum mandatory plan, if 
established; 


b) a special locked-in individual RRSP; 


c) the new employer's pension plan, provided that employer agrees 
to accept the transfer, and the monies are locked-in subject to 
transfer into a) or b) where applicable. 


In this way the pension entitlement will be preserved through locking-in 
in some form. The way is also open to provide a greater measure of true 
portability if the new employer can be persuaded to incorporate the 
transferred funds into the benefit structure of the plan. 


Employer-purchased vested benefits would continue to be carried as 
liabilities in the plan under which they were established. In this way, 
excessive transfers of assets would be avoided and there would be a 
minimum of disruption of the employer's pension planning. 


The Commission sees no need to preserve or extend the existing 25 
per cent commutation provision in section 21(4) of the Pension Benefits 
Act. With adoption of an equal cost sharing approach to the vested 
benefit - and especially the release to the terminating employee of his 
or her excess contributions - any further commutation privilege is 
unneccesary. If the original purpose of the present provision was, as 
1t appears, to allow the employer to make some concession to employee 
objections to locking-in, the proposed treatment of employer and em- 
ployee contributions (in all contributory plans and not only at the 
employer's option) would seem to be a more effective and equitable 
answer. 


Post-Termination Improvements 


As at present, the vested benefit would be determined by the plan 
provisions and other conditions as of the date the employee terminates 
employment. Assuming no continuing connection with the employer, the 
terminating employee will not receive the benefit of any subsequent plan 
improvements. However, he or she will have the right to transfer the 
money equivalent of the employee-paid portion of the vested entitlement 
to another pension vehicle, and in this way may enhance the value of the 
eventual retirement benefit. 


Entitlement on Death Before Retirement 


The rights of an employee must be similarly protected in the event 
Of death before retirement; but the precise form of protection to be 
legislated requires consideration of the desirability of providing 
specifically for the surviving spouse (if any) or other dependents of 
the employee. Accordingly, the matter of pre-retirement death benefits 
1s discussed under the heading, "Survivor Benefits," in Chapter ll. 


81 


The foregoing are recommendations on how rights are to be deter- 
mined and protected on termination. The proposal is the same whether 
the mandatory plan is adopted and whether the vesting rule is changed or 
remains at age 45 and 10 years' service. These recommendations will 
involve a cost to employers even if there is no change in vesting rules; 
that effect may be of importance in deciding whether to improve the 
vesting rule and when to do so. 


Conclusion 


Universality and portability are goals of perfection for voluntary 
employer-sponsored pension plans. Achievement of these goals requires 
rigidity and therefore government mandating. Satisfactory pension plan 
design to suit many circumstances requires flexibility. The vesting 
rule was an attempt to reconcile the two positions. It has worked well 
for some since the enactment of the Pension Benefits Act in 1965. The 
vesting rule cannot provide coverage where pension plans do not exist, 
but 1t can provide protection for those in pension plans. 


The Commission therefore sees a mandatory pension plan as the 
answer to the problems of coverage and portability. Improved rights on 
termination are a partial answer to the portability problem alone. 
Once effective legislation has ensured both adequate pension coverage 
and minimum protection, supplementary plans should be encouraged to 
develop along lines most suitable for individual employers and groups of 
employees. 


NET REPLACEMENT RATIOS, ANNUITY INCOME: METHODOLOGY 


The Commission retained Coopers and Lybrand, chartered accountants, 
to prepare comparisons of net income before and after retirement to 
ascertain the ratio of post-retirement to pre-retirement net income for 
persons retiring with specified amounts of annuity income in 1979. In 
calculating what we have called "net replacement ratios" the following 
gross income and other assumptions were supplied by the Commission: 


- Pre-retirement income in 1978 
Post-retirement income in 1979 
Date of retirement was January 1, 1979 


- The family units were one single taxpayer and a married couple. 
Bach of these persons has a 65th birthday on January 1, 1979. 


- Pre-retirement gross income (1978) for the single worker was 
calculated at three income levels: $5,688; $10,400, and 
$13,746. The same levels were used for the married worker, with 
no Outside income by the non-worker spouse. 
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Post-retirement gross income 


Pre-retirement Single worker Married worker 
gross income - 2 pensioners 
(Dollars) (Dollars) 
5,688 OAS 2,006. 52 4,013.04 
CPP 1,420.92 1,420.92 
Annuity(a) DOL 720 SALA Aw) 
Total 8,444.64 10745). 16 
10, 400 OAS 2,006.52 4,013.04 
CPP 2, ClO. 27 OLOL 2 
Annuity(a) Sy pee ea Ey o Gist 12 
Total 187 536.86 15,542, 88 
13,746 OAS ZOU bea 4,013.04 
CPP 2, Ol Gey 2 27 oles /2 
Annuity(a) LON OOO LOS. 0 
Total 157203, 80 LAVAS eV 


a Annuity amounts are based on 1976 average contributions by 
income, for Ontario RRSP contributors: S037, 9954) sand 
$1,133 (see H. Weitz, RRSP study, Table 12, in background 
papers). Annuities were calculated by Laurence Coward, 
assuming level contributions for 25 years to age 65 at 8 per 
cent interest compounded annually. Capital funds available 
ak ages6o<dre 389/258,"S69/743') and=se82 , 629 respectively; 
and the monthly annuities are $418.10, $742,76, and $882.12. 


Inflation 


Effects of inflation were removed by expressing all amounts in 
January 1979 dollars. Thus, although QAS, GIS, and Spouse's Allowance 
are indexed quarterly, we assumed that the January 1979 amounts remained 
the same. In this way 1978 and 1979 dollars are comparable. 


Net Income 


To determine net income, the accountants were instructed to apply 
actual tax calculations for employed persons (not self-employed) using 
the applicable basic personal exemptions, married exemption, standard 
medical exemption, and age exemption. 


OHIP premiums of $228 annually for a single person and $456 an- 
nually for a family were deducted from 1978 gross income. Premium 
assistance was assumed where applicable. OHIP premiums were not in- 
cluded in the 1979 figures, as persons over 65 (and couples where one 
Spouse is 65) are exempted from making payments. 
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For the calculation of property and sales tax credits we assumed 
rent was one-third of gross earnings in 1978. Rents were assumed to 
be 6 per cent higher in 1979 than in 1978 in line with rent control 
regulations. 


The Unemployment Insurance retirement benefit was not included. 


84 


NOTES 


4) 


Gr) 
(8) 
(2) 
(10) 
Gtt)) 
G12) 
(3) 
(14) 
C15) 


(16) 


(17) 


(18) 
Vo) 
(20) 


(21) 
(22) 


(23) 
(24) 


(29) 


Even with the smaller target population for whom employment 
pensions are traditionally designed (excluding young, short 
service, and part-time workers) coverage is only 54.4 per cent 
according to Weitz. 


See the Commission's "Consumer Survey," Table 8. 
Ibid., Table 8. 

Ibid., Table 9 and original tabulation. 

IB ons eg opie 2 yas 


H. Weitz, "Contributors and Contributions to Registered Retirement 
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Chapter 9 


Assuring the Pension Promise: Funding 
Employment Pensions 


Pension funding is concerned with the setting aside of monies now 
for the payment in the future of benefits promised under the pension 
plan. 


History records many examples of employment pensions and insurance 
schemes that failed for lack of proper funding. It may be tempting to 
operate such plans on a pay-as-you-go basis, which simply means paying 
current claims out of income without building up a reserve fund. This 
method may prove workable in some situations: for enployees and retir- 
ees if the enterprise continues to operate and pay benefits for as long 
as any entitlements remain; for the employer if the cost of pensions 
does not become excessive due to a rapid aging of the work-force. 


In the early days many friendly societies and employers used a 
pay-as-you-go system to provide medical and death benefits. Many 
pension funds were financed on the same basis. They relied on the 
stability of their membership or work-force. Unfortunately, if the num 
ber of contributing members or employees declined, the cost per person 
tended to increase. If new entrants decreased, the group became older 
on the average, which led to higher death, disability, or pension claims 
wnen fewer employed members were available to support the claimants. 
Sharp increases in cost were often the result, which further reduced the 
new entrants and headed the plan towards disaster, the only alternative 
being to reorganize the plan and cut back the benefits. 


Pay-as-you-go pension plans continued to exist in Ontario until 
1965 when the Pension Benefits Act established standards of solvency. 
Several other provinces have since followed Ontario's lead, but pay-as- 
you-go is still legal in four provinces.(1l) However, most eanployers had 
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realized the advantage of a funded plan and the dangers of an unfunded 
plan even before there were any legal requirements, particularly as 
funding was encouraged by the Income Tax Act, which allowed employer 
contributions as a deduction from income for tax purposes. Where the 
employees contributed to the plan there had to be a fund for their 
contributions, and employers generally added to it so as to put the 
funding on a sound basis. While the funding was sometimes weaker than 
would now be permitted, the principle that an employment pension plan 
should be funded on an actuarially sound basis was well recognized. 


The main purpose of funding is to ensure that the employee will 
receive the promised benefits when they fall due, regardless of the 
fortunes of the employer. As pension rights are frequently the largest 
asset that a worker acquires in his or her lifetime, the loss of pension 
due to a change of circumstances or bankruptcy of the employer could 
give rise to serious hardship. An aging or retired worker is in no 
position to make up the loss. A funded pension plan protects the 
employee; it also helps the employer recruit and retain workers. 


A second purpose of funding is to spread the employer's cash 
payments in an orderly manner so that they do not rise uncontrollably or 
vary greatly from year to year. This enables the employer to plan 
ahead," to* budget realistically and to’know’ production’ costs, all of 
which are important in a competitive world. 


FUNDING AND PLAN TYPES 


In a funded pension plan the employer makes payments to a pension 
fund held by a third party: an insurance company (an "insured" plan) 
or trustees (a "trusteed" plan), for the benefit of employees. The 
employer's contributions together with the members' contributions, if 
any, are calculated on a basis sufficient to support the pension and 
other benefits promised by the terms of the plan. 


The original distinction between insured plans and trusteed plans 
is described by Laurence E. Coward as follows: 


Prior to...(1961)...the distinction between trusteed and insured 
underwriting was very clear. All insured plans then provided 
pension benefits guaranteed by the insurance company in return for 
premiums -determined from the insurer's ratebook. The risks of 
mortality as well as investment performance were borne by the 
insurer. The payment of pensions to those who worked through to 
retirement was guaranteed absolutely, although gains from favour- 
able factors could be shared through dividends or experience rating 
systems. 


By contrast, trustees were responsible only for the investment and 
safekeeping of their pension funds, in return for a fee, but did 
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not bear any risks....A trust fund...allowed the employer to have 
greater say in the investment policy and permitted the fund to earn 
the full investment return, unaffected by any "middleman". (2) 


Thus, of the four underwriting methods which insurance companies 
make available, only group annuity contracts and individual annuity 
contracts are regarded here as insured plans. These two types of plan 
can always be considered fully funded for our purposes and will not 
be discussed further in this chapter. On the other hand, deposit 
administration and segregated funds arrangements of insurance companies 
are regarded as essentially trusteed plans. 


Trusteed plans are of two kinds: defined contribution plans 
(money-purchase) and defined benefit plans (flat benefit, career aver- 
age, or final pay plans). : 


A defined contribution plan defines its own funding procedure. The 
promise is for a contribution rather than a pension - which will be 
whatever amount the contributions with interest will purchase. Because 
a defined contribution plan by definition is always fully funded, this 
plan type presents no problems of funding in the sense used in this 
chapter. 


A defined benefit plan is quite the opposite. It specifies certain 
pension credits or entitlements based on service and/or earnings, so 
that the amount of pension to an employee at retirement age can be 
specified; but a plan for financing that benefit must be developed. 
This involves extensive actuarial work, and it is this actuarial work - 
related to defined benefit plans and not money-purchase plans - which is 
described briefly in what follows and in greater detail in the Appendix 
at the end of this chapter. 


Since a defined contribution plan is always fully funded it fulfils 
the two purposes for funding mentioned above. The defined benefit plan 
ecause of its nature involves complexities in funding which give rise 
to questions about the soundness of the funding of the plan at any 
point in time. The funding question is complicated by the fact that a 
pension plan may be discontinued by the employer at any time during the 
progression of the funding process, which means at any time during the 
worklife of an employee or even after retirement. 


Funding of a pension plan may therefore be viewed in two general 
ways: 


1. On an ongoing basis 
This basis assumes that the funding process will continue 
in perpetuity or until every member covered by the plan has 


either terminated employment or retired and all payments due 
to such members have been paid out in full. In theory, all 
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deficiencies which may arise in the course of the funding 
progression will in the long run have been discharged. This 
basis assumes that the employer will continue the plan and will 
be in a financial position to make all the required payments 
into the plan. 


2. On a wind-up basis 


This basis acknowledges that the employer may choose to discon- 
tinue the plan at any point in time or may become financially 
unable to make the contributions required under the funding 
pattern. Then the question is whether at the time of wind-up 
there are sufficient monies accumulated to pay the promised 
benefits to the extent they have been earned up to that time. 


If one looks at a plan on an ongoing basis the real concern is 
whether the amount of potential liability being assumed by the employer 
is within the capabilities of that employer to pay in the future. The 
investment policy of the plan is of importance because it assists the 
employer in providing monies to pay the benefits in the future. 


If the employer is unable to continue the plan, assessment must 
then be made on a wind-up basis. In that case the concern is how 
the accrued monies are to be matched with the earned benefits; what 
constitutes earned benefits (e.g., are non-vested employees entitled to 
any benefits?) and what happens if the assets are insufficient to pay 
all the earned benefits. 


It is clear that in the funding of defined benefit plans both ways 
of assessment are relevant; but for the individual enployee the concern 
is most likely to be what his or her position will be on a wind-up 
basis. 


THE PENSION BENEFITS ACT 


Detailed requirements for the funding and solvency of employment 
pension plans are prescribed under the Ontario Pension Benefits Act 
wnich came into force January 1, 1965. Until that time, except for any 
funding requirements imposed indirectly through the administration of 
the Income Tax Act, pay-as-you-go and terminal funding were open to the 
employer in Ontario. This is still the case in British Columbia, New 
Brunswick, Prince Edward Island, and Newfoundland. 


Tne Pension Benefits Act authorizes regulations "prescribing tests 
and standards for solvency of pension plans."(3) The regulations define 
solvency: "Every pension plan shall be deemed to be solvent if it is 
fully funded or provisionally funded."(4) These funding concepts are 
defined as follows: 


a3 


"fully funded" when applied to a pension plan means a pension plan 
that at any particular time has assets that will provide for the 
payment of all pension and other benefits required to be paid under 
the terms of the plan in respect of service rendered by employees 
and former enployees prior to that time, and has no unpaid initial 
unfunded liabilities or experience deficiencies. (5) 


"provisionally funded", when applied to a pension plan, means a 
pension plan that at any particular time has not assets sufficient 
to make it fully funded but has made provision for special payments 
sufficient to liquidate all initial unfunded liabilities or experi- 
ence deficiencies. (6) 


Arising out of these definitions are three more concepts which 
complete the framework for the solvency standard under the act: 


"initial unfunded liability" means the amount by which, on the lst 
day of January, 1965, or the date on which a pension plan qualifies 
for registration, or subsequently as a result of an amendment or 
as a result of a change in actuarial assumptions, the assets are 
required to be augmented to ensure that the plan is fully funded. 


(aia) 


"experience deficiency", when applied to a pension plan, means any 
deficit, determined at the time of a review of the plan, that is 
attributable to factors other than, 


(siz) the existence of an initial unfunded liability, or 


(ii) the failure of the employer to make any payment as required 
by the terms of the plan or by the Act or this Regulation. (8) 


"special payment" means a payment or payments made to or under a 
pension plan for the purpose of liquidating an initial unfunded 
liability or experience deficiency in accordance with section 2. 


(2) 


(In this chapter, as in the Appendix, the term supplemental lia- 
bility will be used when referring to the total of initial unfunded 
liabilities and experience deficiencies; or generally all liabilities 
not covered by normal or current service contributions). 


The regulations that next follow deal with the actuarial report 
required to inform the Pension Commission of the state of a pension plan 
as it relates to the tests of solvency set out in the regulations. 
The act itself makes funding in accordance with the regulations a pre- 
requisite to registration(10) and provides for deregistration if the 
plan fails to meet the tests for solvency.(11) 
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All of the foregoing deals with the pension plan on an ongoing 
basis. We will see later in this chapter how all of these concepts are 
very important in practice and how essential the actuarial work is to 
the effective operation of the solvency standard. 


The implications on the wind-up of a pension plan are set out in 
Section 22(2) of the Act: 


Upon the termination or winding up of a pension plan filed for 
registration as required by section 18, the employer is liable to 
pay all amounts that would otherwise have been required to be paid 
to meet the tests for solvency prescribed by the regulations, up 
to the date of such termination or winding up, to the “insurer, 
administrator or trustee of the pension plan. 


This is a clear statement of the principle that the employer's 
obligations for funding under the plan do not extend beyond the date of 
wind-up. It is the principle upon which pension plans on a voluntary 
basis have been encouraged in Ontario for the last fifteen years. It is 
also the reason for the stringent funding regulations under the act, 
including the comparatively short periods for amortizing experience 
deficiencies (5 years) and initial unfunded liabilities (15 years). 


The principle that an employer's obligations cease when a plan is 
terminated is compared, later in this chapter, with that of a continuing 
obligation as reflected in U.S. pension legislation: longer amortiza- 
tion periods, coupled with plan termination insurance and a claim on the 
employer's assets up to 30 per cent of net worth. 


theepeinciple. “in “Section.22(2) isimportant forwits teffects on 
the individuals under a plan that is terminated. The cessation of 
obligations for the employer includes the cessation of the obligation 
to make the special payments required to fund any initial unfunded 
liabilities and any experience deficiencies which remain at the time of 
wind-up. For the individual this will mean that some of the "promised" 
benefits, although already earned, will not be paid because there are 
not yet monies in the fund to pay for them. A similar provision dealing 
with additional benefits arising from plan amendments is to be found in 
Section 21:(9)) of the®act: 


Notwithstanding subsections 1 and 2 and notwithstanding any pro- 
vision of a pension plan, upon the termination or winding up of a 
pension plan where, 


(a) the benefits arising from the deferred life annuities pre- 
scribed in subsection 1 include additional pension benefits 
provided by an amendment to the terms of the plan made after 
the qualification date or by the creation of a plan after 
the qualification date, in respect of service prior to such 
amendment or creation; and 
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(b) the funding of such additional pension benefits, as required 
by the regulations, has not been completed, 


the amount of such additional pension benefits may be reduced in 
accordance with the regulations. 


The design of the Pension Benefits Act puts emphasis on the protec- 
tion of the benefits to retired employees and to those vested under the 
act and entitled to a deferred life annuity. We see in the definition 
of "fully funded" a concern that the assets at a particular time be 
sufficient to provide for "all pension and other benefits required to be 
paid under the terms of the plan" for service by employees and former 
employees rendered to that time. The terms of the plan, if more liberal 
than the minimum benefits protected under the act, will govern rights on 


a wind-up. "Pension benefits" are defined in the act; "other benefits" 
are not. Pension benefits are the periodic benefits to which a person 
is or will become entitled on retirement. "Other benefits" could be 


disability benefits, early retirement rights and similar features not 
included in the basic pension definition. If an employee has not became 
vested either under the plan or the act at the time of wind-up he or she 
may not receive any benefits at all. The assets will be applied first 
for those with vested rights. 


It may be, however, that the assets are more than sufficient to 
provide for all benefits specifically protected under the act. In 
the absence of any additional protection (and if permitted under the 
terms of the plan) these remaining assets could revert to the employer. 
Accordingly, the regulation prohibits any recovery of plan monies until 
all accrued benefits, vested and non-vested, have been provided for: 


..».no part of the assets of the plan shall revert to the benefit of 
the employer until provision has been made for all pensions and 
other benefits in respect of service up to the date of such termi- 
nation or winding-up to members of the plan and for all benefits to 
former employees, pensioners, dependants and estates....(12) 


Thus we see that non-vested employees will be protected only 
where all vested employees have been provided for and the assets are 
greater than required for that purpose.(13) Rightly or wrongly, the 
act has placed its basic protection on the vested employee, probably 
on the assumption that the short-service employee is the young employee 
who still has many years in which to accrue pension benefits. The 
Commission does not accept this assumption, and sees the concern of 
non-vested employees for adequate funding as a valid one. (The question 
of non-vested earned rights assumes even more importance if one favours 
the deferred wage theory of pensions). 


As it now stands, the Pension Benefits Act has created minimum 


standards of solvency which have been in effect for fifteen years. 
How well or how badly have these funding standards protected pension 
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plan members? To answer this question it is necessary to understand 
the terminology in which the financial soundness of pension plans is 
expressed. This terminology is found in the Pension Benefits Act and in 
actuarial practice. Thus we find the terms "experience deficiency," 
"initial unfunded liability," "unfunded actuarial liability," "actuarial 
face Ley povVetc. , which are’ terms, Of Vaart. If one talks of "large 
unfunded liabilities" what does this really mean? Are such liabilities 
good or bad - important for the plan, important for the employee? In 
order to determine the significance of unfunded actuarial liabilities it 
1s necessary to examine the role of the actuary and then to consider the 
present funded status of pension plans in Ontario. 


The Role of the Actuary 


The administrative rules of the Pension Benefits Act require the 
employer to have the pension plan reviewed and a report filed with the 
Pension Commission of Ontario at least every three years. The person 
designated under the regulations to prepare this report is an actuary, 
who must be a Fellow of the Canadian Institute of Actuaries.(14) The 
actuary performs the key role in determining the financial soundness of 
a pension plan. That role has been described as follows: 


The primary goal of the actuary is to make certain that the pension 
plan accumulates sufficient funds over the working years in order 
to provide the pension benefits promised to an employee in his 
retirement years. (15) 


Just how the actuary reaches this goal is described in detail in 
the Appendix to this chapter. Understanding the technical aspects of 
the actuary's work is essential to an understanding of some of the prob- 
lems, real and imagined, which have occurred in the funding of defined 
benefit plans. Where necessary, some of the mechanics are summarized in 
the text, but readers who are unfamiliar with the actuarial process are 
referred first to the Appendix. 


While the statement of the goal makes the concept appear simple its 
implementation is highly complex. It seems truly to have reached the 
state of an art rather than an exact science. The fact that different 
actuaries can produce very different answers for the same plan is openly 
acknowledged by the actuarial profession itself. 


The following excerpt is from the Toronto Globe & Mail Report on 
Business, June 22, 1979: 


When two actuaries look at the same employee pension plan and 
employee data and produce actuarial cost estimates that vary by as 
much as 50 per cent, or even 10 per cent, the result is usually a 
confused or angry client. 
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T. R. Suttie, retiring president of the Canadian Institute of 
Actuaries, believes the institute should give top priority to this 
problem, which touches directly on the credibility of the actuary. 


"We have to strike a difficult balance between allowiny sufficient 
scope for professional judgment and ensuring that the variation in 
cost estimates is not so great as to destroy confidence in our 
profession," he told the institute's annual meeting. 


This condition exists partly because of the many actuarial assump- 
tions which involve the exercise of individual judgment, and partly 
because of the variety of actuarial funding methods which can be used 
for each different type of plan. Actuaries can use the same actuarial 
assumptions with the same enployment pension plan and membership and 
produce widely different answers for the funding pattern and overall 
"costs" because they are using different actuarial funding methods. All 
should achieve the same result in the long run, that is, accumulation 
of the necessary pension fund by the employee's age 65. However, the 
ways they arrive at that result can be very different indeed. The 
actuary has almost complete latitude in the choice of funding methods 
and actuarial assumptions, subject to the standards of professional 
practice and the wishes of the sponsor of the pension plan. ‘The results 
of various choices on the funding and solvency of a plan are extensive. 
These are analyzed separately: first we see how the choice of actuarial 
funding method affects the current service cost and therefore the amount 
of the annual contributions and also the size of the liabilities of 
the fund; next we see the effects of various actuarial assumptions; 
and finally we examine actuarial valuation techniques for determining 
overall solvency. 


Actuarial Funding Methods 


A great variety of actuarial funding methods are possible in 
theory; six are common in Ontario. They are not readily identified 
by the layman, however, because some are known by several different 
terms and some of the terms are used interchangeably. Table 1 sets out 
these six methods by the names under which the Commission has chosen to 
discuss them in this chapter and the Appendix, the terms by which they 
are commonly known, and the plan types for which they are commonly used. 


With each actuarial funding method two key values are developed, 
the normal contribution and the actuarial liability. The normal con- 
tribution can be described as the amount, on the basis of the actuarial 
funding method that has been chosen, that should be paid in respect of 
the current year of service. The actuarial liability is the amount of 
money that should be on hand for the plan to be fully funded at a given 
time under the Pension Benefits Act, according to the funding method 
used. It is the sum of all normal contributions which should have 
been made to that point and any supplemental liability, reduced by any 
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benefit payments that have been made, all with interest earned thereon 
and adjusted for actuarial gains or losses. 


Table 1 
Teading Actuarial Funding Methods in Use in Ontario 


Sia Sati ea aaes pecan teen ees win a A Bae Bt ne Ne i RR i tte SA Milt aa 
Plan types where used 


Terms in Flat Career Final 
Name of method common usage benefit average pay 


Accrued benefit 


—- unprojected (Single premium X X 
(Unit credit 

— projected (Accrued benefit X 
( 


Unit benefit 


Level premium 


- constant dollars (Level premium X 

=e cONS tanteper scent (Entry age normal X X 
of salary, entry (Entry age level 
age normal premium 

—- constant per cent (Attained age normal X X 
of salary, attained (Attained age level 
age normal premium 

Aggregate funding Aggregate funding xX X 


a re ee eee 


A number of examples to illustrate how very different the results 
of the various funding methods are for each of three types of plan (flat 
benefit, career average, and final pay) have been developed in the 
Appendix under ACTUARIAL FUNDING METHODS. In summary we found: 


Flat Benefit Plan (Applicable methods: Accrued Benefit unprojected; 
Level Premium) 


Normal contributions are much lower for the Accrued Benefit unpro- 
jected method in early years, rising to the same amount in the middle 
years and to five times greater in the later years than for a Level 
Premium method. Total ultimate cost under the Accrued Benefit unpro- 
jected method is nearly twice as much as under the Level Premium method. 
The difference is made up in extra interest earnings on the larger 
contributions required in the early years under a Level Premium method. 
Under the Accrued Benefit unprojected method, even if the same amount 
of pension benefits is earned each year, normal contributions must 
increase year by year under the Accrued Benefit unprojected method 
Since there is less time left to accumulate interest. This method will 
produce increasing total contribution rates if the work-force is aging, 
Since the employer is faced with increasing cash requirements to pay 
pensions as they mature. 
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Career Average Plan (Applicable methods: Accrued Benefit unprojected; 
Level Premium - entry age normal and attained age normal) 


The same results are seen for the career average plan as for the 
flat benefit plan and between Accrued Benefit unprojected and Level 
Premium methods. As between the two Level Premium methods, entry 
age normal has a lower normal contribution but also has to pay off a 
supplemental liability and therefore in total requires a higher payment 
than attained age normal. Entry age normal also has a higher unfunded 
actuarial liability. It is said to be more conservative than attained 
age normal. 


Final Pay Plan (Applicable methods: Accrued Benefit projected; Level 
Premium) 


Because a method of projecting accrued benefits is required to take 
into account final salaries, the Accrued Benefit projected method does 
not vary from the Level Premium as much as it does in the other two plan 
types. Benefits actually earned in a final pay plan are always climbing 
in succeeding years as salaries increase. The projected accrued benefit 
method has the effect of smoothing out contribution rates over the 
years. Accrued Benefit projected is more conservative than Accrued 
Benefit unprojected because the earnings base is higher. 


Level premium methods work very differently than accrued benefit 
methods. Under accrued benefit methods a specified amount or unit of 
pension benefit is associated with each year of the employee's service, 
and it is to be paid for or purchased outright by the annual normal 
CONTE LD iUta@nr. Level premium methods, on the other hand, are more 
like instalment payment plans in that the cost of the total eventual 
pension to be earned for all years of service, past and future, is 
first calculated, and equal annual instalments to pay for it are then 
calculated. Entry Age Normal is the most conservative of the level 
premium methods. 


The remaining method is the Aggregate Funding method which is used 
in career average and final pay plans. Under Aggregate Funding in 
general, all unfunded actuarial liabilities are included in determining 
the year's normal contribution so that no supplemental liabilities are 
isolated. In effect therefore the Aggregate Funding method allows the 
cost of past service pensions to be written off in a different manner 
from that provided under regulations of the Pensions Benefits Act. The 
Aggregate Funding method would spread the payments over the period 
from the employees' attained ages to age 65, e.g., over 32 years instead 
of the 15 years allowed by the regulations. Moreover the payments 
would be expressed as a percentage of salary of all plan members. Thus 
the payments would tend to rise as salaries rose but tend to fall as 
members retired, died, or terminated. In some cases the funding would 
be less rapid than contemplated by regulation, in other cases more. 
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Contributions of course are redetermined at each actuarial valuation 
date. (16) 


The examples in the Appendix show that all the methods examined 
will provide the necessary funds for retirees' pensions if the plan 
continues to operate indefinitely, i.e., is a "going concern." A second 
vital consideration is whether the funding will be such that if the plan 
is discontinued at any time there will be enough money in the fund to 
purchase or provide all the promised pension benefits. 


All the methods examined use the "going concern" concept. This 
means taking a very long-term view in selecting actuarial assumptions. 
It also Means recognizing liabilities and making payments on the basis 
that the plan will continue in operation, and the benefits promised to 
employees will be delivered. On an ongoing basis vesting is ignored, in 
the sense that contributions are required for non-vested as well as 
vested benefits. Also, payments for the final pay plans are based 
on projected earnings, although in the event of termination of the plan 
the benefits would be based on the level of actual earnings to date. 
On the other hand, discounts for future terminations are made in the 
calculations and would not apply in the event of plan termination. On 
balance, therefore, it seems probable that funding under all of these 
methods would, in the event of plan termination, provide all pensions 
to retirees and cover all other vested benefits as well as a major 
part of the accrued pensions of employees who were not yet vested. The 
main factor which might interfere with this would be the existence of 
supplemental liabilities (experience deficiencies and initial unfunded 
liabilities) with a number of years' instalments remaining unpaid. 
(Supplemental liabilities are discussed in detail later in this section 
under the heading, "Actuarial Valuations.") 


The more conservative the funding method - that is, the more money 
that 1s set aside in relation to liabilities - the greater the proba- 
bility of meeting all the liabilities in the event of plan termination. 
The examples show that the level premium methods are more conservative 
than the accrued benefit methods. Perhaps aggregate funding is more 
conservative than the accrued benefit methods; certainly it is less 
conservative than the level premium methods. Generally, plans using 
accrued benefit funding methods will meet a major proportion of the 
liabilities unless only a small number of special payments have been 
made on account of supplemental liabilities by the time of wind-up. It 
follows that aggregate funding should do about as well and the level 
premium methods will do even better than accrued benefit methods in 
providing adequate funding. 


It 1s clear, therefore, that the choice of the funding method has 


important cost results for the eanployer, and important security results 
for the plan member. 
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Choice of Actuarial Funding Method 


The employer has the right to choose the actuarial funding method 
subject to any legal restrictions, but normally accepts the recommenda- 
tion of the actuary. The type of pension plan will dictate that only 
certain methods will be acceptable to the actuarial profession, pen- 
sion supervisory authorities and taxation authorities, in terms of fund 
solvency. Within those limitations the enployer's choice will be influ- 
enced by the degree of conservatism desired, alternate uses for cash 
funds, the present earnings position, the degree to which year-to-year 
fluctuations in pension costs may be tolerable, and possibly a number of 
other considerations such as the effects on cost-plus contracts. 


Employees might sometimes prefer different methods with higher 
funding levels because their pension security would be’ strengthened. 
However, employees are rarely involved in decisions on funding, since it 
is the employer who pays for the full pension plan if non-contributory, 
or the balance of costs after employees have made their fixed 
contributions. 


A Pension Commission study of actuarial valuation assumptions for 
large plans in Ontario as of October 31, 1978 reports as follows on the 
choices of actuarial funding methods: 


Actuarial funding method 


Accrued Level premium 
benefit and aggregate 
Type of plan methods funding methods Total 
Final pay 28 30 58 
Career average oS 10 45 
Flat benefit and other Si 16 20 
94 56 150 
Level premium method 43 
Aggregate funding method Ws 
Total 56 


Further analysis by the commission revealed that all except one of 
the 28 final pay plans using the accrued benefit method were in fact 
using Accrued Benefit - projected (that is with allowance for future 
salary increases through to retirement). The one exception was in the 
process of changing from the unprojected to the projected basis. 


We can see from this analysis that a majority of large plans 


in Ontario have chosen the less conservative accrued benefit funding 
methods. 
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This Commission is concerned that the employer and employees as 
well as the actuary understand the alternatives in the choice of funding 
method. It seems wise therefore to limit the complexity of the choice, 
through reducing by regulation the number of methods available. The six 
leading actuarial funding methods in use in Ontario today offer the 
employer a choice of widely varying funding patterns for any type of 
defined benefit pension plan. Many other methods are in occasional use, 
but the differences appear to complicate the subject without any useful 
purpose. 


We believe five of the six leading methods would serve all purposes 
for the basic plan types, and we propose that the sixth, aggregate fund- 
ing, be phased out within five years. The remaining five would allow 
flexibility to employers as between conservative and less conservative 
methods. The others - all variations on the five basic methods - may be 
phased out. 


The general rules for solvency under the Pension Benefits Act 
require initial unfunded liabilities to be amortized over 15 years and 
experience deficiencies over 5 years. The Aggregate Funding method 
often obscures these liabilities with the result that funding may be 
slower than that required under the act and in extreme cases may involve 
an amortization period which is twice as long. This situation appears 
to the Commission to be undesirable. 


At present a number of plans use Aggregate Funding; many are small 
to medium-sized subsidiaries of U.S. companies using the same method as 
the parent companies. We considered retaining the method on condition 
that the liabilities on start-up of new plans and for benefit improve- 
ments in all plans using the method be calculated on an accrued benefit 
basis and liquidated over not more than 15 years. However there would 
still have to be a unique procedure for determining whether experience 
deficiencies had arisen. The method offers little advantage, if any, 
over the Level Premium methods which would still be available. 


We recommend that the Pension Benefits Act of Ontario be amended to 
provide that only the following actuarial funding methods (as defined in 
the appendix to this chapter) be permitted to be used under the act: 


Accrued Benefit - unprojected 

Accrued Benefit - projected 

Level Premium - constant dollars 

Level Premium - constant per cent of salary, entry age normal 
Level Premium - constant per cent of salary, attained age normal 


and that Aggregate Funding not be permissible after five years from the 
effective date of the legislation. 


We are also concerned that the funding method chosen be suitable 
for the plan type. We further recommend therefore that the Pension 
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Benefits Act should designate the plan types for which each method may 
be used. In this connection we would expect the Pension Commission of 
Ontario to consult with the Canadian Institute of Actuaries. 


Actuaries have given the above methods a variety of names and their 
interchangeable use has complicated the subject for the layman almost as 
much as has the diversity of methods. The Commission realizes the names 
it has chosen may not be appropriate and therefore recommends that the 
Canadian Institute of Actuaries be invited to discuss possible names 
which will serve their members' purposes as well as those of the public 
and the Pension Commission. 


Actuarial Assumptions 


Once a funding method has been chosen, the actuary must make the 
necessary projections to ascertain the contributions to be made until 
the next actuarial valuation. Such projections require the making of a 
number of assumptions about factors which will affect the funding of the 
benefits under the plan. These assumptions are almost entirely within 
the judgment of the actuary, subject to the requirements of the Pension 
Benefits Act. Changes in these assumptions from time to time may create 
supplemental liabilities which in turn require to be funded. 


The variables for which the actuary must make assumptions fall 
primarily under the following headings: 


Decremental Mortality, turnover, disability 


Economic Salary (merit, productivity, inflation) 
Interest (real, inflation) 
YMPE (for integrated plans) 


Social Retirement ages 
Family composition (for survivor benefits) 


The nature of each of these assumptions is outlined in the Appen- 
dix. In the text we’ discuss only those which are of concern to the 
Commission. 


In the choice of individual assumptions there are two overriding 
principles which the actuary must consider. The first is the relation- 
ship among all the assumptions so that their application is "internally 


consistent." The second is the suitability of the assumptions to a 
particular work-force and a particular type of pension plan. 


Turnover Rates 


Turnover rates reflect the degree of mobility insithe? work—force 
covered by the plan. Since the use of turnover rates in actuarial work 
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on pension plans reduces the payments required, they are sometimes 
disregarded in order to provide an extra margin of conservatism in 
funding. The study by the Pension Commission of actuarial valuation 
assumptions of large plans in Ontario as of October 31, 1978 showed that 
136 used turnover rates and 14 did not. While we recognize that this is 
indeed a conservative approach, the Commission is concerned that this 
moves away from reality and that this lack of realism appears as well in 
other parts of some actuarial valuations. 


Salary Scales 


Since salary scales include elements for merit increases (thought 
to average about 2 per cent per year over a work-force), productivity 
increases of 1 to 2 per cent, and inflation, it seems unrealistic to be 
using salary scales of less than 4 to 4-1/2 per cent, but a significant 
number of plans are doing so. The previously mentioned study by the 
Pension Commission of Ontario identified 68 plans using salary scales. 
The rates of salary increase used were available for 64 of these plans, 
as follows: 


Number Per cent 
Salary increase of plans of plans 
(Per cent) 
Peg owes 8 12 
Pele to sd 18 28 
4 up to 5 19 30 
DUD to 6 14 22 
Glup ston / 5 8 


The rules of Revenue Canada may have affected the choice of salary 
scales, These rules are designed to protect tax revenues by preventing 
employers from claiming unduly large deductions for pension contribu- 
tions. The department's Information Circular 72-13R6 provides that a 
salary scale may be used provided it is reasonably consistent with the 
long-term interest assumption and that normally the salary scale should 
not exceed the interest rate. Before February 2, 1979, the department's 
rule was even stricter and the interest rate had to exceed the salary 
scale by 1 per cent or more. It is likely that the differences shown by 
the statistics would be less marked were it not for these rulings. 


Interest Rates 


The study by the Pension Commission of Ontario of actuarial valu- 
ation assumptions of large plans in Ontario as of October 31, 1978 
provides information about current practices on interest rates, as 
follows: 
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Number Per cent 


Interest rates of plans of plans 
(Per cent) 

4 up to 4-1/2 5 S 
4—F/2 0p to. 5} 21 14 

5 up. to 5-1/2 44 Bo 
S-b/20up *tO-6 30 20 

6 up to 6-1/2 34 23 
6=1/2" up tor 7 7 5 

iv 9 6 


Although we may stress the long-term nature and the very lengthy 
time periods involved in the actuary's work, many of these interest rate 
assumptions still seem very low in light of today's econdnic climate and 
that of the recent past. We therefore attempted to interpret the survey 
information in relation to our earlier information and analysis. 


Fitsty it is Amportant tornotes that *thesuses ofea low interest 
assumption adds to the employer's estimate of costs and should thus make 
for conservative funding. It appears that actuaries often use low 
interest rate assumptions in order that the plan Indy Generatewexcess 
funds which may be used to upgrade pension benefits from time to time. 


This tendency was more noted in the plans within the study which 
were not using salary scales (either because benefits were not salary- 
related or the actuarial funding method used did not require this) than 
in those which used salary scales: 


Plans with Plans without 
salary scales salary scales 
Interest Per cent PeLzcene 
assumption Number OF total Number OL total 
(Per cent) 
4 up to 4-1/2 Z shes: 3 3.4 
4A 2 Up) toeS 10 16.4 cI: gE 
D pr tOn5—18/2 fT 18.0 33 ow ada 
Boe, 52ec 
D=1/2 ap eEOrG 10 16.4 20 PUES 
Dae Tes 
6 up to 6-1/2 19 3182. 115) 16.9 
Ga 20S tO G7 3 4.9 4 4.4 
7 6 ao = 3.4 
Total 61 100.90 89 100.0 
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For the 61 plans using salary scales, the interest and salary scale 
assumptions were compared as follows: 


Interest 
rate Salary scale assumption 

assumption i toe ZOLOnS 37toO.4 4 to 5 5 toro 6 tor? 
(Per cent) (Per cent) 

4 2 

4-1/2 2 2 4 1 uh 

5 3 5} 2 

5-1/4 Z al 

5-1/2 i 5 4 

6 3 1 7 2 

6-1/2 i L 

6-3/4 a 

) 2 3 iL 


Actuaries point out that what is perhaps more important than the 
rates themselves is that the inflation rate underlying the interest rate 
be the same as that underlying the salary scale. On that basis, if we 
assume a real rate of return ranging between 2 and 3 per cent, say 2-1/2 
per cent, we can derive the inflation component and then, by assuming 
this same inflation component has been built into the salary scale we 
can see what allowance has been made for merit and productivity. We did 
this and our findings were as follows: 


The inflation component was 1-1/2 per cent in 2 plans 
2 per cent in 10 plans 

2-1/2 per cent in 8 plans 

2-3/4 per cent in 3 plans 

3 per cent in 10 plans 

3-172 per cent in 19 plans 

4 per cent in 2 plans 

4-1/4 per cent in 1 plan 

4-1/2 per cent in 6 plans 


The allowance for merit and productivity was 
0 or minus quantity in 13 plans 
Up to 1, per cent in 13 plans 
1 per cent in 1l plans 
1-1/8 per cent up to 2 per cent 
(mostly 1-1/2 per cent) in 16 plans 
2 per cent in 4 plans 
2-1/2 per cent in 4 plans 
Over 2-1/2 per cent in 1] plan 


The inflation component, which applies to both the interest assump- 


tion and the salary scale, seems somewhat low in about half the plans, 
but the allowance in the salary scale for merit and productivity seems 
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decidedly understated in more than half the plans. The result of the 
latter in particular is to definitely understate the normal contribu- 
tions for pensions. The effect of this however would be somewhat offset 
by the fact that the interest rate assumptions are still on the whole on 
the low side, or conservative. Actuaries point out that the interest 
rate has a more important effect on pension plan costs than salary scale 
because interest operates both before and after retirement. In very 
rough terms, they say, a reduction of interest rates by 2 per cent in a 
final pay plan may be offset by a reduction of 3 per cent in the salary 
scale. 


However the Commission believes that the elements making up both 
the interest rate and the salary scale should be shown separately by 
the actuary to ensure that account is taken of each element and that 
inflation elements are common to both interest rates and salary scale, 
or that an explanation be given if this is not the case. 


Canada Pension Plan Ceiling (YMPE) 


Where employment pensions are integrated with the CPP an assumption 
as to the year's Maximum Pensionable Earnings (YMPE) for the CPP is 
required. The YMPE is set by statute to increase 12-1/2 per cent each 
year until the YMPE and the Average Industrial Wage are the same. One 
would expect actuaries to use an assumption reflecting the statutory 
level, but this is not always the case. For example, in reporting to 
the Commission on the practices of 127 plans in the Ontario public 
sector, Dr. Laurence Kelly says: "...although the rate of YMPE increase 
is established by legislation...one finds, at one end of the scale, 
assumptions of 12-1/2 per cent for years to 1980 to 1983 and 4-5 per 
cent thereafter, and at the other, assumptions of 0 to 5 per cent for 
all years fromel97/.") The) Commission) does not see snow: cuchsilacter 
assumptions can represent good actuarial practice. 


Pension plan solvency depends on the choices made by the individual 
actuary. Our analysis of the determination of actuarial assumptions 
confirms that there is much discretion and judgment and counterbalancing 
as estimates are piled on top of one another. Some assumptions such as 
terminations are on occasion simply ignored. Others such as interest 
and salary scale range widely, with some choices being obviously unreal- 
istic. Even mortality rates can be chosen from as many as a dozen 
tables, some dating back 30 or 40 years, whereas one would have thought 
there could be say 3 or 4 for general use where the plan's own size and 
history do not warrant its own rates. 


We understand the need for professional judgment and flexibility; 
but there appear to be few real boundaries or discipline. The effect of 
overstating one assumption while understating or anitting another tends 
to obscure the real effects of individual assumptions and makes it al- 
most impossible for anyone but the actuary to sense whether the overall 
valuation is conservative or otherwise. It also gives credence to the 
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popular idea that the actuary can juggle assumptions to achieve any 
results the actuary or employer wishes. It should be in the interest of 
the actuarial profession to minimize that impression. 


The Commission believes the parameters need to be narrowed, which 
is not to say we would look for total uniformity and consistency. What 
is needed are some firm written guidelines to be followed by the actu- 
arial profession in the determination of actuarial assumptions. These 
guidelines might encompass the following points: 


1. Mortality Tables 


The number used should be narrowed and specified from time to 
time. Some direction might be given as to the circumstances 
under which certain tables would normally be used. Perhaps it 
should be recommended or required that plans of a certain size, 
Say 5,000 members or more, develop their own tables based on 
their own experience for a specified period of years. 


2. Salary Scales 


The separate components should be identified and shown in the 
actuarial valuation, i.e., inflation, productivity, and merit. 


3. Interest 


The separate components should be identified and shown in the 
actuarial valuation, i.e., inflation, real return, risk factor. 


The inflation component should be the same as in the salary 
scale. 


Perhaps a suggested range for real rates of return should be 
published from time to time. Some direction might be offered 
concerning Pension Commission and Revenue Canada expectations. 
There might be a requirement to report in the actuarial valua- 
tion the plan's own real rate of return experienced in certain 
periods in relation to the assumption being used for the future. 
4, Decremental Studies 

These should be encouraged or required at certain intervals and 
reported upon in the actuarial valuation and related to ongoing 
assumptions. 


5. YMPE Values 


These should be required to be in accordance with the relevant 
Canada Pension Plan provisions. 
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6. Factors to be Included 


There should be no amissions, such as turnover, in the name of 
conservatism. Assumptions should be made for all factors. 


The Conmission is of the opinion that there should be some re- 
striction on the latitude allowed to the actuary in selecting the plan 
assumptions. We therefore recommend that the Pension Commission of 
Ontario establish guidelines without delay directed to: 


a) the appropriateness of actuarial assumptions and their internal 
consistency; 


b) the incorporation of actual plan experience, where suitable, 
into, the; construction) ofstables: for mortality tand™ turnover 
Baces;, 


c) the identification of the inflation rate and other elements 
making up the salary scale and interest rate assumptions and 
requiring internal consistency. 


The Pension Benefits Act or its regulations should be amended to 
require, reporting; injicompliance with the Guidelines... "Theguideines or 
the Commission would also take precedence over the standard enunciated 
in the present Section 4(b)(1) of the regulation which calls for "as- 
sumptions which are appropriate for the plan and methods consistent with 
the sound principles established by precedents or common usage within 
the actuarial profession." 


Actuarial Valuations 


Uhetendiproduct OL ithe actuary Ssriwork ts ecalledmaneactuarial 
valuation. This is the formal report to the employer setting out 
and certifying the results of the review and valuation of the plan, 
including: the actuarial funding method and assumptions used; the 
"annual service cost" - that is, the cost of benefits for service in the 
next year; the rule for computing "annual service cost" (a specified 
percentage of payroli;letc.) tron ther vemaining: years unbubethe next 
valuation; and the amount of supplemental liabilities and of special 
payments required to amortize those liabilities over a specified number 
of years. 


Frequency 


The Pension Benefits Act requires the first actuarial valuation to 
be filed with the Pension Commission of Ontario within 60 days of the 
establishment of the plan and further reports at least every three 
years. These valuation reports must also be filed with and meet the 
requirements of Revenue Canada. The report is to be filed by the 
employer within a year of the valuation date. In actual practice, 
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most employers only have a valuation done every three years; many are 
prepared and filed close to the deadline, so that at times the Pension 
Commission has valuation data which are nearly four years old. As a 
result, information on experience deficiencies and unfunded actuarial 
liabilities of a plan - and hence its health - is often very out of 
date. 


The Commission considered requiring valuations more often, such as 
every two years. However, these are expensive, particularly for small 
and medium-sized plans, and the Pension Commission does have the power 
to call for actuarial valuations more often than triennially if the 
Commission feels it necessary to be sure of the solvency of a plan. We 
therefore decided not to recommend any change except in the public 
sector, where we recommend that plans with assets of more than $150 
million be required to have an actuarial valuation every year. We 
do recommend, that instead of the present requirement that actuarial 
valuations be filed with the Pension Commission of Ontario within a 
year of valuation date, filing be required within six months of the 
valuation date except for the small group of public sector plans which 
have assets of more than $150 million, where nine months will be allowed 
as a practical necessity. We further recommend that there should be 
suitable financial penalties for late filing. 


Basis of Reporting 


Ongoing actuarial valuations employ the funding method under which 
the plan has been operating. If they show that fund assets actually on 
hand are different than they are supposed to be, there is said to be an 
experience gain or an experience deficiency. These experience gains and 
deficiencies are discussed in the next section, "Unfunded Actuarial 
Liabilities." 


Standards for Reporting 


The Pension Benefits Act requires that the actuary's valuation 
report be prepared "using assumptions which are appropriate for the 
plan and methods consistent with the sound principles established by 
precedents or common usage within the actuarial profession."(17) 


The actuary in turn is bound by the Guides to Professional Conduct 
of the Canadian Institute of Actuaries, from which the following ex- 
tracts are taken: 


The member will exercise his best judgment to ensure that any 
calculations or recommendations made by him or under his direction 
are based on sufficient and reliable data, that any assumptions 
made are adequate and appropriate and that the methods employed are 
consistent with the sound principles established by precedents or 
common usage within the profession. 
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A requirement common to all actuarial valuations is that assump- 
tions and methods be selected and applied with integrity, good 


jJudginent, and perspective in relation to the particular problem. 


In addition to considerations of fund solvency or the development 
of benefits security for participants, the actuary will have to 
take into account the financial needs and planning of the plan 
sponsor, as well as factors which may relate to requirements or 
Suggestions made by accountants, governmental agencies and bargain- 
ing or other agreements. 


Tnere is little beyond this to guide the individual actuary other 
than his or her own experience and that of the actuary's firm or associ- 
ates. The American Academy of Actuaries has gone further in that it has 
published a preliminary list of acceptable actuarial funding methods and 
some recommendations concerning their use.(18) The Canadian Institute 
of Actuaries adopted "Recommendations for Valuation of Pension Plans" in 
June 1980, but these do not appear to address the defining of acceptable 
actuarial funding methods for various pension plan types or appropriate 
actuarial assumptions. The individual actuary is therefore left with 
great flexibility so that the wide variation in cost estimates clearly 
applies not just to cost estimates prepared privately for employers 
but also to actuarial valuations on file with the Pension Commission. 
Accordingly, the Commission does not believe that the CIA recommen- 
dations are sufficient in themselves. 


The Pension Commission at the present time has the power under 
the regulation to reject a report which it is not satisfied has been 
prepared in accordance with sound actuarial principles; but its author- 
ity for professional standards is the Institute, which in turn has no 
settled policy. Since the actuarial report is designed to disclose the 
health of the funding and hence the solvency of the plan, the Commission 
is of the opinion that the present standard for reporting is not satis- 
factory. It therefore recommends that the Pension Benefits Act be 
amended to require reporting in compliance with such guidelines and 
requirements as may be set by the Pension Commission of Ontario from 
time to time. We have no doubt that the Pension Commission would wish 
to consult with the Canadian Institute of Actuaries about the content of 
the guidelines; but it is essential that they be established without 
delay. 


Contents of the Report 
The actuarial valuation or report will usually include: 
Summary of plan provisions 
Summary of plan membership 
Statement of actuarial funding method used 


Actuarial assumptions used 
Valuation balance sheet 
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Analysis of new initial unfunded liabilities 

Analysis of valuation results, including statement of experience 
deficiency and perhaps a test valuation 

Recommended special payments against initial unfunded liabilities 
and experience deficiencies 

Recommended annual service cost for the next succeeding year 

Rule for computing annual service cost in subsequent years up to 
the next actuarial valuation 


Valuation Balance Sheet 


The centre-piece of the report is the valuation balance sheet. It 
will look very different depending on whether an accrued benefit funding 
method (either projected or unprojected) or a level premium or Aggregate 
Funding method is used. In the accrued benefit method, the assets are 
compared with the value or liability for pension benefits for prior 
service only, i.e., up to the date of the balance sheet. In the level 
premium or Aggregate Funding methods, the fund assets plus the present 
value of future contributions of employer (and employee if applicable) 
are compared with the present value of pension benefits for past and 
future service. 


The balance sheet for a level premium or Aggregate Funding valua- 
tion would take the following form: 


Simplified Valuation Balance Sheet 
Level Premium Funding Method 


Pension fund cash and Pension benefits payable to 
investments X pensioners X 
Present value of future Vested deferred pensions X 


normal contributions 


from employer X 
Unfunded liability Prospective pension benefits 
Initial unfunded liability xX to active employees X 
Experience deficiency x 4 
Total Xx Total x 


Under an accrued benefit method the second item on the assets side 
would be missing and the last item on the liabilities side (prospective 
benefits to active employees) would be for a much smaller amount as it 
would cover only benefits for service up to the balance sheet date. If 
this were a contributory plan, the present value of future contributions 
from the employees would appear as an asset directly under the same item 
for the employer. 


LTS 


Under the Aggregate Funding method there is no unfunded actuarial 
liability unless, as mentioned before, some initial unfunded liability 
was set up on an arbitrary basis. 


The following sample Summary of Actuarial Valuation might be 
helpful. Our hope is that the Canadian Institute of Actuaries in con- 
sultation with the Institute of Chartered Accountants of Ontario or the 
Canadian Institute of Chartered Accountants, both of whom are showing 
increasing interest and activity in the pensions field, may develop a 
statement which is more meaningful and informative for employees about 
the funded status of a plan than the present valuation balance sheet, 
and which could accompany each actuarial valuation. This could serve 
the enployer in responding to our recommendations for certain reporting 
to the employees. 


Employer XYZ 
Sample Summary of Actuarial Valuation 


Calculated actuarial liability 


Retirees (2,200) 
Deferred vested annuitants (900) 
Active employees (10,700) 
Total liability for all past 
and future service 
Less: estimated future contributions 


1?) Nn 


i 
<n 


Total 
Other liabilities 


Employee contributions in excess of their 
calculated actuarial liability $ 
Others (specify) S$ $ 


Total 
Assets available to meet liabilities 
Cash S 
Marketable securities at book value 
(market value S$ ) S S 
Unfunded actuarial liability Se 


Attributable to: 
7 annual instalments owing re: planning 
improvement of (date) $ 
3 annual instalments owing against 
experience deficiency of (date) S SX 
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Valuation of Assets 


Tne term "balance sheet" for an actuarial valuation may imply a 
well-defined snapshot of the financial status of a plan at the date 
Stated. The liability side of the balance sheet, however, is less a 
Statement of present reality than a discounting of the future according 
to the actuarial funding method selected. Whereas both the short 
and long-term debt Of a corporation on its financial balance sheet 
QL) Preciseytiguressatiany time, thestliability of a@™pénsion fund) dis~a 
Current Opinion of how the future may evolve. 


The ever-present need to predict the future is central to pension 
fund valuation. It is thus logical that the asset side of a pension 
fund balance sheet should also be approached differently than would 
be the case for a financial balance sheet. Although a pension fund 
CONSE tutes agpoollof financial assetspoult “issnota mutual fund whose 
assets are valued daily or monthly at open market prices. Shares of the 
fund are continually being bought and sold based on the underlying value 
of the fund's investments. 


Pension plans having actuarial valuations use different approaches 
to valuing fund assets just as they use different means to value fund 
liabilities. It may seem misleading to value a fund at anything other 
than market prices, but there are strong reasons for deviating from 
market quotations in many cases. This was brought out as we examined 
methods in current use. 


Market Values 


If the pension plan is being wound up or if the purpose of the 
actuarial valuation is to determine basic solvency at a certain point in 
time, then of course market values or realizable values should be used 
for all classes of assets. However, most pension plans are valued on 
the premise that they are a "going concern" which will continue until 
the last plan member dies. Since for example, securities will not 
have to be sold for a long time and the pension fund may be valued 
triennially or annually, a slavish reliance on market prices on a single 
date in such a lengthy time span can distort the orderly funding of a 
plan. 


Some admittedly extreme examples may serve to explain why actuaries 
Ordinarily are unwilling to place total reliance on market values. 


Suppose two corporations operate final earnings plans and both 
invest their pension funds only in high-grade bonds. Each plan was 
fully funded as of its previous triennial valuation and the employers 
are Making only current service contributions. Company A's triennial 
valuation is made on May 31, 1979. Using market prices for the bonds, 
the actuary reports the plan is still fully funded. Company B's valua- 
tion 1s conducted on February 29, 1980. The actuary reports the plan is 
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severely underfunded because the prices of bonds held are far below 
their book value or purchase price. In fact, the portfolio is worth 17 
per cent less than it was on May 31, 1979 because the average bond held 
has dropped 17 per cent in price, and part of the investment income was 
used for benefits and expenses. The unfortunate employer will have 
to boost contributions to pay off the experience deficiency over the 
ensuing five years. Had this plan also been valued on May 31, 1979, 
it would have received a clean bill of health. Thus even if the two 
companies' investment portfolios and liabilities were identical, the 
second company would have shown an experience deficiency because the 
valuation date produced unfavourable results. 


Assuming that all bonds are held to maturity (or are traded for 
other bonds that will eventually mature), then a fund should not be 
Stated to have "lost" money because it bought a Government of Canada 
bond at par and the same bond dropped 20 per cent in the next two years 
to reflect rising interest rates. What the fund has lost by buying 
bonds before bond prices fell is the opportunity to have invested its 
funds at greater average returns. Thus, the buyer of a government bond 
at the time of issue with an 8 per cent coupon maturing in 25 years will 
see his bond plummet in value to 57 per cent of face value if interest 
rates on long-term Canada bonds rise to 14 per cent a few years later. 
Had the fund's investment manager not bought bonds but just invested in 
short-term paper waiting for a rise in interest rates, much better 
investment returns could have been produced over a longer time period by 
waiting until the bonds fell to 57 and then buying them. But this 
maneuver, which is just what skilled bond managers are supposed to do, 
affects the investment return, not the question whether a buyer of a 
bond on issue who holds to maturity can be deemed to have an out-of- 
pocket loss because market values plunge in between. 


Another illustration of the vagaries of market valuation will 
make the point even clearer. Assume three employers having fully- 
funded plans with identical portfolios and identical liabilities. Each 
portfolio is invested 50 per cent in Canadian common stocks and 50 per 
cent in "cash" (short-term deposits). One employer has a valuation on 
september 30, 1979, the second on October 31, 1979, and the third on 
February 28, 1980. The first would get a clean bill of health, the 
second a Significant experience deficiency, and the third would be 
deemed overfunded and would not be pemnitted by Revenue Canada to make 
further current service contributions at the same rate, on the ground 
that the plan did not require further contributions. To reduce this 
dependence on change, whim, fate, or luck, actuaries usually use some 
valuation criterion other than market value alone. 


Cost 
One alternative to market value is to value the investments at 


their purchase price or cost. When economic conditions are stable, 
stock prices tend to rise and the method is then conservative; also bond 
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prices are near par and the method is reasonably accurate. However when 
a security has been held for a long time or when econanic conditions are 
disturbed, market price may depart far from cost price so that this 
method may be as inappropriate or misleading as straight market values. 


Book Value for Stocks - Smoothing Stock Returns 


Book value is a term sometimes applied to stocks to mean their 
Original cost. Here it means cost price adjusted to some extent on 
account of market price appreciation or depreciation, separately for 
each stock held. For example, stocks in the pension fund may be valued 
at a moving average price, i.e., the average price of the last three or 
five years before the actuarial valuation date. 


Assuming that the formula chosen under this method is applied 
consistently from one valuation to another, this will have the effect 
of smoothing the effect of appreciation and depreciation in market 
prices over the years. Thus, ina year like 1979, the actuary would not 
take into 1979 returns anything like the actual 44 perecent (including 
dividends) experienced on a typical Canadian stock portfolio, knowing 
that such results are far above long-term rates of return on stocks. By 
the same token, in a year in which the stock market dropped 12 per cent, 
the actuary might reduce the fund's 12 per cent loss by say 7 per cent 
due to the trend in the particular portfolio's stock prices. 


One advantage of smoothing is that it makes equity investments more 
attractive to a pension fund because of the reduction in volatility. 
Over a very long term, equities in general must generate better returns 
than debt in general if a private enterprise economy is to survive. 
But this long-term reality is subject to Sharp and extremely painful 
shorter-term distortions as occurred in 1974, when stock prices dropped 
by more than a third. 


Clearly this technique can mask recent market trends. At a time of 
a weak market, the assets of a plan which had to be wound up could 
prove to be much less adequate than revealed by the latest valuation. 
Smoothing permits order and predictability, however, on a going-concern 
basis. 


Book Value for Bonds - Cost or Amortized Value 


The book value of a bond may be its purchase price (or cost) or its 
amortized value, which means that any premium or discount (above or 
below par value) when it was bought is spread over the term to maturity. 
For example, a $100 bond purchased three years ago which then had a 


ten-year term and was priced at $90, would be shown on the books at 
593; 


To elaborate, if you buy a Government of Canada 4-1/2 per cent bond 
maturing in September 1983 at a time when interest rates on mid-term 
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government bonds are in the 13-1/2 per cent range, the bond will sell at 
a discount so that its yield is comparable with other bonds. Assume 
that you buy it at 80 in January of 1980. The government will pay you 
full face value in 45 months. You may decide to write off or "amortize" 
this discount on a straight-line basis between the time of purchase and 
the time of maturity so that the gain is spread evenly over that time, 
rather than showing a modest investment income for 44 months and a 25 
per cent return in the final month. 


Where premiums are involved there is a further choice of method: 
the premium may be spread over the term to maturity or the bond may be 
written down to par immediately. Thus if you bought a Canada 9-1/4 per 
cent of 1997 at 103 in 1977, you could write the $3 premium off in even 
instalments over 20 years or in a lump sum in the first year. 


Under this method, market fluctuations in bond prices are ignored, 
with the result that the book value of a bond at an intermediate time 
between purchase and maturity may exceed its market value. Thus, in the 
example of the Canada 9-1/4 per cent 1997's bought at 103 Tr Lok) ene 
climb in interest rates by early 1980 would have pushed their market 
value down to 72; but they would still be carried at a book value of 100 
or more, depending on which of the two approaches to amortization was 
chosen. 


This whole approach relies on the fact that the bond will eventu- 
ally mature at par, and that seems not unreasonable as long as the 
cash flow projections for the fund indicate that it can be held until 
maturity. Even if a fund is in that position, whether a bond should 
be held until maturity is quite another question, depending on other 
investment opportunities along the way. 


Capitalized Values for Fixed Income Securities 


Under this method, the interest income on bonds, mortgages, Or 
other fixed interest bearing assets, together with the amount due at 
maturity, is discounted at the valuation rate of interest used for the 
liability side of the balance sheet, i.e., the actuarially assumed 
interest rate. ‘The effect 1s to capitalize’ future interese payilercs 
which are in excess of the actuarially assumed rate and add that value 
to the face value of the bond, mortgage, etc., at the valuation date. 


To illustrate capitalized values, assume that a pension fund holds 
a $1,000,000 bond due to mature 3 years after the actuarial valuation 
date, with interest at 9 per cent payable one year after the valuation 
date and each year thereafter until maturity. Also assume an interest 
rate assumption of 6 per cent per year for determining the plan's actu- 
arial liabilities. The $1,000,000 asset would be valued at $1,080,192 
as follows: 
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The present value (i.e., as of the valuation 
date) of the first year's interest payment of 
$90,000 could be calculated as $90,000/1.06, or S84 ,906 


In other words, $84,906 is the amount needed to 
be invested as of the actuarial valuation date at 
6 per cent per annum to produce cash of $90,000 
(the annual interest coupon on this bond) one 
year later. 


The present value of the other payments on this 
bond would be calculated as - 


Yeare2- interest 


$90,000/1.06 or 1.1236 = $80,100 
Year 3 interest 
$90,000/1.062 or 1.1910 = S75 ,567 
Neato principal: 
$1,000,000/1.063 or 1.1910 = $839,619 
Total $1,080,192 
Premium Or write-up, representing the present 
value of excess interest over the actuarially 
assumed interest rate $80,192 
Ox 
8.02% 


If the same bond were due to mature in 15 years instead of 3, 
its value under the same circumstances and valuation method would be 
$1,291,366 or 29.14 per cent above face value of $1,000,000. 


The rationale behind this method is that the present value of the 
liabilities of the plan has been calculated on the assumption that a 
certain rate of interest (6 per cent) will be earned on plan assets. 
We know for a fact that some of our assets ($1,000,000) are going to 
earn more’ (9 per scent vs. ‘67per cent) iso ‘thatethe present! value:.of sthe 
liabilities should really be less. But it complicates the process for 
calculating the liabilities when we work with varying interest rates; 
it is much easier to make the adjustment through the asset values. 
Therefore, the amount of the adjustment is made as a write-up of assets 
rather than a write-down of liabilities. The overall effect on the 
amount of the unfunded actuarial liability, if any, is exactly the same, 
although making the adjustment through asset values does have the effect 
of slightly understating the ratio of any unfunded actuarial liability 
to the total actuarial liabilities of the plan. 
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This technique can produce apparent anomalies. Suppose a fund 
assumes a rate of return of 6 per cent and the fund's portfolio is 
invested entirely in long-term bonds with an average coupon Of 9 per 
cent and a term to maturity averaging 15 years. In current markets 
those bonds would sell at large discounts to bring their yields to 
maturity into the 13 to 14 per cent range. Thus if the fund had to 
liquidate its portfolio at current market prices it would sustain heavy 
losses. But under this valuation method the value of the bonds to the 
fund is actually increased rather than decreased. 


Tne Commission therefore recommends that this method of writing up 
assets only be used where the following conditions apply: 


1. The bonds, etc. involved must be of very high quality to ensure 
collectibility. 


2. The fund should have the ability to hold the investments to 
maturity - whether or not it will do so. At least the cash 
flow projections for say 10 years ahead should show there will 
not be a drain through benefit payments sufficient to force 
liguidation of these investments before maturity. 


3. Just as investments bearing interest at a rate higher than the 
actuarially assumed rate will be written up in value, those 
carrying a lower interest rate must be written down. 


Where this method is used, the long-term interest assumption 
perhaps warrants closer-than-usual scrutiny as to its degree of, conser — 
vatism. The point is that the current high interest rates have already 
been taken into account in the actuarial valuations, and whatever long- 
term interest rate is assumed depends entirely on future events or 
expectations. It does not depend on the average of known high rates in 
the recent past, and the unknown, possibly much lower rates, of -the 
future. 


Finally, since the use of this method is tantamount to putting 
known interest earnings for some of the years ahead in place of the 
assumed long-term rate, there is another special consideration where a 
salary scale is used in the actuarial valuation, as with a final pay 
plan. It becomes essential that the salary scale be varied for those 
same years in order to be compatible or "internally consistent" with the 
interest rates used. Otherwise the actuarial liability will surely be 
understated. 


Other Approaches 
Some funds value bonds, mortages, etc., at market value subject 
to a smoothing formula along the general lines of the ones for stocks. 


As with stocks, a wide variety of formulas is available, based on the 
judgment of individual actuaries. 
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Some kinds of assets require special valuation techniques. Suppose 
a large pension fund owns an office building in Toronto. If the fund 
has owned it for a long time, its book value will be below cost because 
the building will have been depreciated. But the market value of the 
land and building may be well above Original cost, let alone book value, 
and the fund may wish to carry such real estate holdings at the higher 
and more realistic value. 


Under these circumstances, funds may use differing methods for 
valuing real estate holdings. Some write up book values in line with an 
index such as the Consumer Price Index. some arrange for appraisals, 
which are both expensive and to some extent subjective, and adjust val- 
ues accordingly. Some smooth their results by writing up the difference 
between book and appraised values on a basis similar to the amortizing 
of bond discounts. 


Funds may own non-marketable investments, like "letter stock" or 
other investments, for which no market quotations are available. Actu- 
aries have considerable freedom in their choice of valuation techniques 
in these cases, although for most funds the percentage of assets held in 
non-marketable investments is so small that any distortions in the 
valuation will not have a material effect on the balance sheet. 


Pension Commission of Ontario Guidelines 


In 1975 the Pension Commission of Ontario published a guide for 
valuation of pension fund assets. Essentially this sets out the maximum 
asset value that the Pension Commission is PECparedStoraccepts SThe 
actuary is allowed to use any method provided the asset value does not 
exceed the highest value obtainable under four methods outlined by the 
Commission. In brief the Commission's four methods of valuing the 
assets are: 


1. Market value, provided the actuarial liabilities have been 
valued conservatively; 


2. The aggregate of: 


- equity stocks and shares valued as described above under 
"BOok Value for Stocks - Smoothing Stock Returns," with the 
proviso that "the aggregate stock portfolio must not be 
valued above market in any circumstances," 


- bonds at amortized value as described above under "Book 
Value for Bonds - Cost or Amortized Value," even if this 


exceeds market, 


~ mortgages at the amount of the balance of the mortgage 
outstanding, or at a lower value where the market value of 
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the property forming the security for the mortgage has 
depreciated, 


- real estate at cost less depreciation or at appraised value, 
- pooled funds at cost or market depending on their nature; 
3. The aggregate of: 


- fixed interest securities valued at a rate of interest not 
less than the assumed actuarial valuation rate (as described 
above under "Capital Values for Fixed Income Securities"), 
except for assets where the security is not first class, 
e.g., junior bonds or mortgages, the value for which should 
not exceed market, 


- equity stocks and shares valued as in method (2) above; 


4. The entire fund at cost price, adjusted by a three-year moving 
average of the excess or deficiency of the market value Of- ale: 
assets ‘over ‘or under cost price. 


In all cases the market value of the assets must be shown in the actu- 
arial valuation report. 


No statistics are available from the Pension Commission as to asset 
valuation methods actually in use. The one source of information we 
have in this regard is the FEI Canada survey of March 1980, which showed 
the following for 194 employers across Canada: 


ee ee 


Per cent 

Method Number Of total 
Book value 52 26.8 
Market value 4l DANE Sh 
Eguities at market and bonds at book 

or amortized value irs Pel 
Equities at market and fixed interest 

securities at rate of interest assumed 

in valuing liabilities 7 370 
A method which adjusts differences 

between book and market over time 36 13.6 
Others 43 2eee 
Total 194 LOOS? 


In addition we know that three of the six major pension plans in 
the Ontario public sector value stheir fixedainterest-securities at’ the 
actuarially assumed rate of interest. 
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In its guidelines, the Pension Commission states: 


Tne Pension Benefits Act is primarily designed to ensure that 
employees receive the promised benefits. From this viewpoint the 
Commission would not object to an asset valuation on the ground 
that it is too low, although this might be of concern to the income 
tax authorities. 


It follows that the Commission's prime concern is to see that 
pension fund assets are not overvalued, rather than to see that they are 
properly valued. This may explain the wide latitude and FlLegub iL Ety 
given the actuarial profession in the valuation of assets. Yet appro- 
priate and consistent valuation of assets is just as important as the 
determination of actuarial liabilities to obtain anErue prRCTULGE SOF 
the performance and position of the fund and contributions needed in 
future. 


Whatever method of asset valuation is selected for a particular 
fund, it will tend to remain in force thereafter and at least provide 
consistency. This is because the Pension Commission of Ontario will not 
periit pension funds to change their approach without valid cause. Thus 
funds cannot switch from book value to market value to take advantage of 
a decline in interest rates and a rise in bond prices, then switch back 
to book if bond prices plummet after a rise in interest rates. 


Valuation of Liabilities 
Experience Gains and Deficiencies 


Experience gains and deficiencies arise essentially because the 
actuarial assumptions have not been borne out by actual experience 
between the dates of Succeeding actuarial valuations. 


Where an experience gain arises, Section 2(12) of the regulation 
under the Pension Benefits Act provides that it Tay be applied to reduce 
any future payments for current service (normal) contributions plus 
annual instalment payments against Supplemental daabilirties, or to 
reduce the outstanding balance of any experience deficiency or other 
Supplemental liability. Often in actual practice the gains are carried 
forward as a contingency reserve or as an advance provision for an 
improvement in plan benefits. 


When experience gains produce an actual Surplusy=tthatlis, in a 
fully funded plan - the employer may seek approval of Revenue Canada and 
the Pension Commission of Ontario for a refund of surplus. Depending on 
its assessment of the plan Valuation, it is the practice of the Pension 
Commission to allow a refund of surplus except for the greater of (a) 
two years' current service contributions and (b) 15 per cent of the 
total actuarial liabilities of the plan. 


123 


Section 2(3)(c) of the regulation requires experience deficiencies 
to be liquidated by an immediate lump sum payment or by equal annual 
payments over not more than five years from the valuation date as of 
which they were discovered. Thus, in a plan using a 6 per cent interest 
rate assumption, a $100,000 experience deficiency to be paid “OfE-oVver > 
years would call for 5 annual payments of $22,400 and a cumulative 
charge against the employer's earnings statement of Sii2, 0007 


An alternative to this treatment, called a Test Valuation, is 
available under Section 4a of the regulation. When rates of inflation 
began to climb after 1970 a number of pension plans experienced Chemie 
culties. Rapidly rising salaries gave rise to experience deficiencies 
which were required to be liquidated over a maximum period of five 
years. The salary increases affected pensions based on final average 
earnings far more than other pensions, even if the other plans were 
regularly upgraded. If the actuarial assumptions were made more conser- 
vative in order to provide more fully for the increasing costs and avoid 
further deficiencies, the effect was magnified. The 5-year write-off 
rule discouraged any move towards more conservative funding and thus 
operated contrary to the purpose of the legislation. 


In order to relieve these problems the funding regulations were 
changed with the introduction of Section 4a in 1976. Liabilities aris- 
ing because of a change in the actuarial assumptions could be considered 
as initial unfunded liabilities (see Funding of Other Supplemental 
Liabilities below) rather than experience deficiencies; as a result they 
could be paid off over fifteen years instead of five. In addition, some 
or all of the liabilities or experience deficiencies arising because of 
rapidly increasing salaries could be deemed initial unfunded liabilities 
depending on the outcome of a test valuation of the pension plan and 
paid off over 15 years instead of five. 


The test valuation does not replace the regular actuarial valuation 
Of the pension plan; it is extra’and subsidiary to it. Its main fea- 
CUvesrare: 


1. The plan is valued as at both the current valuation date and 
the previous valuation date, on the basis of the plan provi- 
sions and actuarial assumptions as at the previous valuation 
date fierg =, -Sbyears "earl ier 9Y ‘The purpose’ is “to isolate the 
effect of plan improvements and changes in actuarial assump- 
tions so that this cost may be treated as an initial unfunded 
liability rather than an experience deficiency. There is 
an overriding rule concerning the interest assumption: it 
must not exceed 6 per cent. This is intended as a measure of 
conservatism. 


2. The test valuation is based on an Accrued Benefit funding 


method (usually unprojected), but with no allowance for termi- 
nations. This introduces another measure of conservatism. 
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3. The test valuation neither requires nor prohibits a projection 
of salaries, but for final pay plans the minimum earnings 
figure to be used is current earnings at the valuation date. 
Earnings averaged over a period of years before the valuation 
date cannot be used. Thus a further element of conservatism is 
provided. 


4. Assets must be valued on a basis consistent with the regular 
valuation and acceptable to the Commission. 


The ratio of fund assets to liabilities calculated as above as at 
the earlier (previous) valuation date is said to be the Funded Ratio 
under «thestest ‘valuation. *Suppose™it is +850 (85 per cent). Then the 
Unfunded Ratio is said to be the difference between that and 1.000 (100 
per scent) or 2150,. and a Target. Ratio is sét for thepnext: (current) 
valuation date. This target ratio is the funded ratio at the earlier 
valuation date (.850), increased by 1/15th of the unfunded ratio at that 
date (.150) for each year until the next (current) valuation date, i.e., 
POOURLE (YTS thrv ope sL50tx! Siiyears, ior) Nx030 =12.880" (88ipervcent).) “Ef the 
ratio of fund assets to liabilities calculated under the test valuation 
(funded ratio) as of the current valuation date is .880, even though the 
resultant unfunded actuarial liability of .120 or 12 per cent is not 
associated with plan improvements or the like, it is all deemed to be 
initial unfunded liability which can be liquidated over 15 years. There 
is deemed to be no experience deficiency. If the funded ratio is below 
the target ratio (.880), the difference is deemed to be an experience 
deficiency which must be liquidated over 5 years. The remainder of any 
"experience deficiency" revealed by the regular valuation is deemed to 
be an initial unfunded liability which may be liquidated over 15 years. 


Payments against experience deficiencies may be accelerated at any 
time if the employer wishes, and any remaining balance may be paid off 
in a lump sum. However, the Canadian Manufacturers' Association and 
some individual employers have expressed the view that the present 
arrangements are too stringent, with the result that Canada's competi- 
tiveness with the United States is affected. Accordingly, they have 
advocated that a longer term be allowed for liquidation of experience 
GeEFiciencies,; e.g.) lo"years,, perhapsn even 20.4e"This ‘possibility’ as 
discussed with similar proposals for amortizing initial unfunded lia- 
bilities at the end of the discussion on Funding Other Supplemental 
Liabilities. 


FUNDING OF OTHER SUPPLEMENTAL LIABILITIES 
Ontario Regulation 654 to the Pension Benefits Act divides the 
Supplemental liability into two parts: Experience Deficiencies and 


Initial Unfunded Liability. An initial unfunded liability, defined in 
Section 1.(f), may arise fron: 
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1. Granting of pension credits for service rendered prior to the 
establishment of the plan. 


2. Using a normal contribution rate based on an age assumption 
(e.g.,. entrycage normal) o that) doessnots reblectssthe pages or 
older employees at the time the plan is established. 


3. Liberalization or improvement of plan benefits not related to 
current service. 


4. The changing of actuarial assumptions. 


Also through the operation of the test valuation, discussed above, 
some part of an experience deficiency may be designated as an initial 
unfunded liability. 


The amounts of initial unfunded liability involved in a plan can be 
very large, since liberalization of plan benefits in some cases occurs 
at regular intervals; and the granting of pension credits for service 
rendered prior to the establishment of a plan is a common practices 
The amount of liability may also vary widely depending on the actuarial 
funding method used. To illustrate, using examples for Actuarial 
Funding Methods in the Appendix, if we assume an employee started at age 
33 but the pension plan started at his or her age 40 with full immediate 
credit for past service, the initial unfunded liability under each of 
the various actuarial funding methods would have been: 


Amount of initial 


Liability for past service credits unfunded liability 
(Dollars) 


Flat Benefit Plan 


Accrued benefit - unprojected 5,400 
Level premium - constant dollars 11,928 


Career average plan 


Accrued benefit — unprojected 2,19 
Level premium - constant per cent of salary, entry 

age normal TO, 920 
Level premium - constant per cent of salary, attained 

age normal Up oe: 


Final pay plan 


Accrued benefit - projected 4,456 
Level premium - constant per cent of salary, entry 

age normal 8,785 
Level premium - constant per cent of salary, attained 

age normal Gpooo 
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Sometimes the amount of an initial unfunded liability is recalcu- 
lated at each actuarial valuation date, but it is more usual to treat it 
as a fixed debt of the fund, called a "frozen initial Pia toy. = ani 
this way, all future gains or losses through change are liquidated as 
part of the normal contribution (or the experience deficiency) when it 
is determined in succeeding actuarial valuations. 


An initial unfunded liability is required to be liquidated by an 
immediate lump sum payment or by equal annual instalments over a maximum 
of 15 years from the date on which it arises (Section o. 3 (bya OF 
the regulation). Thus, in a plan using a 6 per cent interest rate 
assumption, a $100,000 supplemental liability to be paid off over 15 
years would call for 15 annual payments of $9,713 and a cumulative 
charge against the employer's earnings statement of $145,695. 


An employer is free at any time to pay off the balance of an ex- 
perience deficiency or an initial unfunded liability. Advance partial 
payments may be made to accelerate this funding, provided that any 
reduction or anission of special payments as a result of an advance 
payment must occur within the next three-year period. In other words, 
any "acceleration" must have the effect of reducing the period orig- 
inally allowed for payment of the debt. These arrangements, while 
pemitting some irregularity of payments, also allow for the enhancement 
of security for employees' benefits. 


There is an exception to the 15-year rule which allows plans 
for government employees to pay only interest on an initial unfunded 
liability existing on January 1, 1965. Such liabilities are treated 
as a fixed debt of the fund, and over time they are likely to become 
relatively small compared to the fund. 


Choice of the maximum period of 15 years for paying off an initial 
unfunded liability is of course somewhat arbitrary. It is thought to 
relate to some extent to the idea that when an employer gives credits 
for past service on start-up of a plan or a retroactive improvement in 
plan benefits, this is not so much a reward for past service as an 
incentive for future service. This suggests that the cost be spread 
over the period from the employee's attained age to his or her expected 
retirement age. That is, to have the funding extend beyond the em- 
ployee's retirement age (or, for a group, beyond the average age to 
retirement) would be dangerous if the number of plan members were to 
decrease. It appears that the 15-year period was allowed so that the 
liability would be paid off by the time the average employee retired, 
even if the age distribution of the employees was old. 


In the United States longer periods are allowed. This has been 
brought to the Commission's attention by the Canadian Manufacturers' 
Association and several individual employers who advocate that we allow 
a longer period, i.e., 20 years or 30 years for amortizing initial 
unfunded liabilities and 15 or 20 years for experience deficiencies. 
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Their principal arguments are that Canada's competitiveness with the 
United States is being harmed, and that overly strict funding require- 
ments act against one of the purposes of the legislation, namely to 
encourage the extension and improvement of pension plans. Others 
Supporting the argument for extending amortization periods contend that 
the average period until the employee retires exceeds 15 years in most 
cases. 


Tables 2 and 3 were prepared to show how the annual payments to 
amortize a liability of $100,000 for both an experience deficiency and 
an initial unfunded liability vary with the number of years allowed for 
this purpose. 


Table 2 
Amortization of Experience Deficiency Liability of $100,000 by Payments 


Annually in Advance 


Periods of years 


5 10 L5 20 
(Dollars) 

Interest rate 5 per cent 

Annual payments 21,998 425334 Qed 5 7,642 
Per cent change from 5 year term (443) (583) (653) 
Total payments LOD, D902 37340 Nels, O25 bowen e 
Per cent change from 5 year term 123 253 39% 
TINnterest ates 6 oer cent 

Annual payments 2255390 IPA ae es. NT Le: Se 7o 
Per cent change from 5 year tenn (433) (573) (63%) 
Total payments T1980, pl287,:380) 6714546955 5.64 ,. 500 
Per cent change from 5 year term 14% 30% 473 
Interest. rate 7 per cent 

Annual payments . 20), [9aae ers 0Gt RO 726) 8,822 
Per cent change from 5 year term (423) (55%) (612%) 
Total payments 1137 970s 18370607) 153791) biadio; 446 
Per cent change from 5 year term 17% 35% 55% 


It can be seen that, at 6 per cent interest, a change in the period 
from 5 to 15 years reduces the annual payment by 57 per cent. However, 
the total of the payments that must be made by the employer and charged 
to his earnings statement before the debt is discharged increases by 30 
per cent, which would clearly worsen Canada's competitiveness —- unless 
perhaps the concern is with availability of capital rather than real 
cost competitiveness. With interest rates more in line with what we 
have been experiencing in recent years, the spread becomes even more 
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disadvantageous. For example, even at 7 per cent, annual payments are 
reduced by 55 per cent but total payments are increased by 35 per cent. 


Similar results will occur if amortization periods for initial 
unfunded liabilities are extended as shown in Table 3. 


Table 3 
Amortization of Initial Unfunded Liability of $100,000 by Payments 
Annually in Advance 


ce ere eee ee ee 
Periods of years 


iS 20 25 30 
ea ee ON Oe ee eee 
(Dollars) 

Interest rate 5 per cent 

Annual payments OL 7,642 6, />7 67195 
Per cent change from 15 year term (1873) (263) (323) 
Total payments 137/625" 2527340 68792514165, 850 
Per cent change from 15 year term 11% 23% 35% 
Interest rate 6 per cent 

Annual payments 95 173 S220 7,380 6,854 
Per cent change from 15 year term (153) (243) (29%) 
Total payments 14>, 095, “2647500? 18475009205, 620 
Per cent change from 15 year term 13% 27% 41% 
Interest rate 7 per cent 

Annual payments 10726 | Spole 8,020 psa 
Per cent change from 15 year term (143) (223) (27%) 
Total payments 153), 91592 176744022200 , 500292255 930 
Per cent change from 15 year term 15% 30% 47% 


It Can be seen that at 6 per cent interest, a doubling of the 
period from 15 years to 30 years reduces the annual payment by 29 per 
cent. However, the total of the payments that must be made by the 
employer and charged to the earnings statement before the liability dis- 
appears 1s substantially increased, i.e., by 41 per cent. At interest 
rates experienced in recent years, the spread is even worse. POE 
example, at 7 per cent, annual payments are reduced by 27 per cent while 
total payments are increased by 47 per cent. The Commission's conclu- 
sion is that for both types of liability the competitive disadvantage of 
the present rule has been exaggerated. 


What is regrettable, ‘if not suprising, is that’ none of the advo- 
cates of extended amortization called for more accuracy in the actuarial 
assumptions or for a way of trying to avoid the seeming inevitability of 
sizeable experience deficiencies every three years. 
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The Commission is of the opinion that the existing amortization 
periods are reasonable, keeping in mind the need for controlling the 
solvency of the plans and that in the event of wind-up of the plan 
promised benefits will only be paid to the extent they have been funded 
at the date of wind-up. The Commission therefore recommends that the 
existing amortization periods for the funding of experience deficiencies 
and initial unfunded liabilities remain unchanged. 


Unfunded Actuarial Liability 


Having examined the role of the actuary in the framework of the 
Pension Benefits Act we now turn to the item revealed by the actuary's 
work which is of most concern to plan sponsors and plan members - un- 
funded actuarial liability. 


In its simplest terms, the unfunded actuarial liability is the sum 
of any balances remaining unpaid against experience deficiencies and 
other supplemental liabilities. It is also defined as the actuarial 
liability of a plan minus its assets on hand at a particular point in 
time. 


As was shown in our earlier discussion, Actuarial Liability means 
different values for different actuarial funding methods. It is arrived 
at differently under the various methods. With accrued benefit methods, 
it is the present value of all pension benefits earned for actual ser- 
vice to date and no consideration is given to further pension benefits 
which may be earned by the employee in the future. With level premium 
methods, it is the present value of all pension benefits for both past 
and future Service, less the presenitryaluc Or sEuCuresnormat COntriDU= 
tions. With aggregate funding, there is no actuarial liability because 
future contributions are fixed at a level which covers all pension 
costs, except where there is a separate determination of "Supplemental 
liability." (In the Pension Commission's study of October 1978, 6 of 
the 13 plans using aggregate funding had some "supplemental liability" 
as established at the time of commencement. ) 


Because the actuarial liability is method-dependent, the unfunded 
actuarial liability is in part method-dependent. To illustrate the 
point, we extended our example of the plan starting at our employee's 
age 40 with full credit for the previous 7 years of service discussed 
under Funding of Other Supplemental Liabilities by assuming that in the 
years following, the employer would pay the normal contribution and pay 
off the initial unfunded liability by equal annual instalments over 15 
years. On the same assumptions as before, the first year's normal 
contributions and instalments to pay off the initial unfunded liability 
for the three plans under each of the various actuarial funding methods 
would have been as shown in Table 4. This table has been prepared to 
show aS well what the unfunded actuarial liability would be if the 
employer's contribution for the first year ("First Year Total Payment" ) 
were paid into the plan the day after it started. 
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When these figures are examined and it is remembered that the 
employee, service and pension entitlement are the same in all instances 
(but differ among the plans), then it is clear from the variety of 
figures for the unfunded actuarial liability for every type of plan that 
this figure by itself is not an indicator of the health of one plan as 
compared to another. In fact, in the case of the final pay plan, the 
actuarial funding method which shows the lowest unfunded actuarial 
liability - Aggregate Funding - also has a lower contribution rate 
than the two level premium methods and fewer assets on hand to meet 
the plan's obligations. (However, the contributions will eventually 
be greater under the Aggregate Funding method, since the instalments 
or special payments against supplemental liability are flat dollar 
amounts ceasing after 15 years, whereas the normal contributions on the 
Aggregate Funding method will all rise with salary.) Furthermore, the 
Level Premium - constant per cent of salary, entry age normal method 
shows about twice the amount of unfunded actuarial liability shown under 
the Accrued Benefit - projected method ($7,389 vs. $3,517) yet it also 
has about 50 per cent more in assets ($1,396 vs. $939). 


It seems clear then that the absolute dollar amount of the unfunded 
actuarial liability cannot be used to judge the relative soundness of 
different plans unless the same actuarial funding methods have been 
adopted. Nor can this be judged by expressing such liabilities in rela- 
tion to the net worth or earnings of the individual employers and then 
comparing them, because the earnings figure in particular is subject to 
wide swings from year to year and could affect these relationships. 
However, the trend or rate of change in all of these - absolute dol- 
lars, per cent of net worth, number of years' earnings - is definitely 
significant as an indication of future costs to be met, or the degree 
of funding of these obligations, or the size of any new contractual 
commitments by employers. If the same actuarial funding method is 
consistently used in a particular plan, then a rapid growth in the 
amount of unpaid obligations (unfunded actuarial liability) could well 
be a cause for concern. 


This is far from clear to the public, or even to some of those 
working fairly closely with pension plans. For example, the Teachers' 
Superannuation Fund had unfunded actuarial liabilities of $558 million 
in 1972; these jumped to $1,397 million in 1975. During the hearings we 
asked a senior representative of the teachers whether this was causing 
them some concern and the reply was negative. The figure of $1,397 
million, it was suggested, could have been changed by the actuary to 
virtually any other amount. 


Retirees of the Hospitals of Ontario Pension Plan appear not to be 


troubled by this item either. Some of their representatives in Hamilton 
appeared at our hearings. Referring to the fund statement supplied to 
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employees and retirees showing assets much in excess of the annual 
pension payout, they asked why higher pensions could not be paid. ‘There 
was a footnote to the statement, showing unfunded actuarial liabilities 
in the considerable sum of $37 million; when a Commissioner commented on 
this, it was clear that the retirees' representatives had not noticed it 
nor did they understand its meaning or significance. 


These groups are not unique. "Unfunded actuarial liability" is a 
confusing if not meaningless term to the public. While perhaps em- 
ployers should ultimately be accountable for this condition, we believe 
a poor job of explanation and communication by actuaries has been a 
major contributing factor. 


Existence of an unfunded actuarial liability in itself obviously 
tells us little about the financial position of the employer or the 
plan. First of all, the term refers to a contingent liability; it does 
not oblige the employer to make any payments beyond those due at the 
termination date. From the employees' viewpoint, moreover, the fact 
that an unfunded actuarial liability is present is not always evident, 
even at the time of a wind-up. Solvency of a plan at termination may 
prove entirely adequate if, for instance, investments are realized at a 
high percentage of their book value, and (as has been the case in the 
recent period) annuities are purchased for member's benefit entitle- 
ments at highly favourable rates. Liabilities on an ongoing basis, 
furthermore, are usually much higher than those for vested benefits 
alone; as a consequence, members who have attained the necessary age and 
service for vesting seldom experience a reduction in their basic pension 
entitlement. 


An unfunded actuarial liability is recognized by accountants as a 
contingent liability. It is a requirement of the Canadian Institute of 
Chartered Accountants that its amount and the rate at which it is being 
charged to operations be shown in a footnote to the financial state- 
ments.(19) There are also requirements under the Business Corporations 
Act of Ontario and the Ontario Securities Act that public companies 
should disclose in their financial statements the amount of unfunded 
pension liabilities and the manner in which they will be liquidated. 


The fact that unfunded actuarial liabilities are large in amount or 
accelerating rapidly is not necessarily cause for alarm. Many different 
actuarial funding methods are in use, and we found that the unfunded 
actuarial liability is partly method-dependent. Level premium methods 
often develop liability figures a great deal higher than the earned 
benefit figures developed under acccrued benefit methods. A significant 
number of Ontario's large plans (each having over 1,000 active members) 
use Level Premium methods. A variety of asset valuation methods are in 
use as well, and we found that some of these, even though consistently 
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followed, can have distorting effects on the amount of unfunded actu- 
Sei hia lirkys. We noted in particular the method whereby fixed 
income securities are valued at the actuarially assumed interest rate. 
Finally, whether the plan uses conservative assumptions or otherwise 
can make a Significant difference in the amount of unfunded actuarial 
liabilities. 


As for the fact that the amounts are increasing rapidly, it is 
important to know the source of such increases - experience deficiency 
or other supplemental liabilities. If the latter, it may relate to plan 
improvements or strengthening of actuarial assumptions. If a plan im- 
provement is involved, we must presume it was a deliberate and measured 
act by the employer and that regular payments will be scheduled to 
liquidate it over 15 years at most. If the strengthening of actuarial 
assumptions is involved, it may be that the employer has discovered to 
his surprise and regret that his pension plan is going to cost more than 
Originally estimated. And if an experience deficiency is the cause of 
the increase, then the employer has discovered positively that the plan 
1s costing more in the short term at least, and-.possibly in the long 
term as well. This should be the most unpalatable source of increases 
in unfunded actuarial liabilities. 


That 1s not to say that some large, rapidly increasing unfunded 
actuarial liabilities should not be a cause for concern. They can 
represent a Significant, even onerous, obligation to be charged against 
the employer's future operations. They may signal an unhealthy trend in 
underlying pension costs and in new contractual commitments by the 
employer. They could tax the resources of an enterprise during periods 
of unsettled economic conditions such as those experienced in the 1973 
OPEC crisis. Part of the problem with adjustment to avoid further 
experience deficiencies is that actuarial valuations need only be done 
every three years and, allowing for reporting time, it may be four or 
even five years before the experience deficiency is revealed. Each year 
in the meantime, the adequacy of funding may have fallen further behind. 


The key to permitting unfunded actuarial liabilities to continue 
Over a period, whether for experience deficiencies or supplemental 
liabilities, is the ability of the employer to continue in business and 
make the orderly payments required both for regular funding and to cover 
the extra liabilities. There should be fewer unpleasant surprises to 
employees when an employer is no longer able to carry on or the plan is 
wound up for some other reason. How well funded, therefore, are pension 
plans in Ontario? 


FUNDED STATUS OF TRUSTEED EMPLOYMENT PENSION PLANS IN ONTARIO 


In 1975, the Pension Commission of Ontario published a report 
on the funded status of 943 trusteed pension plans registered by the 
cammission out Of aitotal of 2,564 plans exclusive of those -in the 
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public sector. The underlying data were derived from actuarial valua- 
mMonireports filed an 1971, 1972,) and 1973 2 Tt was acknowledged that 
valuations on accrued benefit and level premium methods were not fully 
comparable, and that very different sets of assumptions were used in 
the different reports. It used the surplus or unfunded actuarial 
liability as shown in the actuary's report, no matter what assumptions, 
methods, or asset values were adopted. There are thus several important 
limitations to the study, all identified by the commission; but it 
proved a useful and informative reference. A summary of the study's 
findings is set out in Table 5. 


Table 5 
Funded Status of 943 Trusteed Pension Plans in Ontario, 1971-73 


Plans showing 


Plans an unfunded 
showing a actuarial 
surplus liability Total 


(Thousands of dollars) 
Funded status 


Total liabilities 446,760 3,495,954 3,942,714 
Total assets 504,595 2 OS 27,019,698 
Surplus 51 G00) by ise 
Unfunded actuarial liability 1s U207 Sou: I 20 poo 


Number of plans surveyed 301 (S82 


3) 642 (68%) 943 
Number of employees covered 77,260 (16%) 3) 


484,030 
Source Pension Commission of Ontario. 


The table shows that 32 per cent of the plans covering 16 per cent 
of the employees reported a surplus, the amount of which averaged 13 per 
cent of the total liabilities. Sixty-eight per cent of the plans 
covering 84 per cent of the employees reported an unfunded actuarial 
liability the amount of which averaged 32 per cent of total liabilities. 
This of course does not imply that plans with an unfunded actuarial 
liability could only meet 68 per cent of the earned pensions if the 
plans were wound up, since many actuarial valuations were on a projected 
basis or allowed for future salary and wage increase or for other 
conservative elements. 


The ntunded actuarial liability ‘of-Sl,121- million is further ana- 


lyzed between initial unfunded liabilities and experience deficiencies 
and by plan type in Table 6. 
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Table 6 
Unfunded Actuarial Liability by Plan Type, 943 Trusteed Pension Plans 
in Ontario 


Initial Total unfunded 
unfunded Experience actuarial 
Type of plan liabilities deficiencies liabilities 
(Thousands of dollars) 
Career average plans 2776382 27520 130/158 
Final pay plans 227,387 14,841 242,228 
Flat benefit plans [287,150 4,533 (BEAM 
Composite benefit plans 15,403 Syl Be Perk 
All plans surveyed 1,093, 580 ZO orl ' tO ood 


Per plan member 
ee eee 


(Dollars) 
Career average 1,444 29 17473 
Final pay 2701 133 2,164 
Flat benefit Sod 2S rel ho)) 
Composite S26 Se 5 MLSs: 
All plans surveyed 2,100 55) Zyl 


Source Pension Commission of Ontario. 


From Table 6 we see that of the total unfunded actuarial liabili- 
ties of $1,121 million, $1,099 million was initial unfunded Prabierry 
and only $22 million was experience deficiency. While inflation had not 
reached high levels in the 1971-73 period, the definition of experience 
deficiency was then more stringent than it is now since the test valua- 
tion procedure (permitting some part of an experience deficiency to 
be classified as initial unfunded liability) had not been developed. 
Possibly experience deficiencies would account for a larger part of un- 
funded actuarial liabilities in a highly inflationary climate, but this 
may not be readily discernible with the test valuation in operation. 


When the survey results are analyzed by LYDerOn pension plan) errs 
seen that experience deficiencies were most serious in final pay plans, 
no doubt because of salary increases. However, flat benefit plans had 
the largest unfunded actuarial liabilities per plan member and the 
lowest experience deficiency. This reflects the fact that inflation may 
be met through negotiated pension increases in flat benefit plans, 
giving rise to new initial unfunded liabilities, whereas in final pay 
plans pension increases are automatic with salary increases, and may 
give rise to experience deficiencies. Themabulityato distinguish 
between classes of liability in these plan types has been lessened by 
the amendments to the Pension Benefits regulation allowing the test 
valuation. 
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A later funding study has not been done by the Pension Commission 
of Ontario for the years after 1973 when salaries rose rapidly with 
inflation, nor has anyone else produced such information about the 
funding status of private and public sector employment pension plans in 
Ontario. However the Financial Executives Institute of Canada has 
conducted four pension plan surveys among its members since 1975, and 
these have produced some useful and more current information on the 
subject, although it relates to Canada as a whole rather than just 
Ontario. 


The fourth FEI pension report was released in March 1980 and covers 
205 respondents out of a possible total of some 550. The employers 
represented by the respondents had a total net capital employed of 
$227.8 billion, 990,000 employees, and pension funds (as of the 1978 
fiscal year end) totalling some $14.6 billion - the equivalent of 
6.4 per cent of net capital employed. Pension funds in this sample 
approximated 41 per cent of 1978 assets of trusteed pension funds in 
Canada as reported by Statistics Canada. 


Like the Pension Commission of Ontario study, this work has impor- 
tant limitations, but it contains some interesting information about the 
funding status of private employment pension plans in Canada, including 
the following: 


1. Although unfunded actuarial liabilities exhibited significant 
growth over the survey period (1974-1978), their growth rate 
was less than that of total actuarial liabilities. Addi- 
tionally, unfunded actuarial liabilities as a percentage of 
shareholders' equity and net capital employed exhibited a more 
stable pattern in this report compared to the previous FEI 
survey. 


a. At, latest actuarial valuations (mainly 1978) 57.0 per cent of 
respondents indicated their plans had actuarial deficits, 
whereas 32.2 per cent of plans were in a surplus position. Use 
of aggregate funding or other actuarial valuation methods which 
resulted in no surplus or deficit accounted for the remainder 
of the plans. 


3. Average unfunded liabilities and experience deficiencies at 
latest actuarial valuations (mainly 1978) declined from 22.2 
per cent to.20.2 per cent of total liabilities. 


With regard to public sector employment pension plans in Ontario, 
the Commission's consulting actuary, Keith H. Cooper, carried out a 
study in late 1978 of the six major plans. The latest information on 
their funding status at that time is summarized in Table 7. (A full 
discussion of funding of the public sector plans is to be found in 
Volume VI of the Commission's report.) 
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Plans which show surpluses (e.g., OMERS and WCB) are fully funded 
according to the Pension Benefits Act. The other four have large 
unfunded actuarial liabilities but have made provision for their orderly 
liquidation over time, and so are provisionally funded according to the 
Pension Benefits Act. Accordingly, all six plans are deemed under the 
act to be solvent. 


If the Commissioners were asked simply, "Are the trusteed employ- 
ment pension plans in Ontario safe?", probably the best answer we could 
give based on these studies would be, "We think so" or, "By and large, 
yes." There is no problem with money-purchase and insured plans, but it 
is a difficult question to answer for some 3,000 defined benefit plans 
collectively - infinitely more so than for an individual plan. The most 
Odvious measure Of a pension plan's strength is the degree to which 
assets have been set aside to pay retirement benefits, or the amount of 
unfunded actuarial liabilities. 


Since the most current formal report we have on unfunded actuarial 
liabilities from the Pension Commission of Ontario is based on actuarial 
valuation reports as far back as 1971-73, we sought the opinion of 
J. Wells Bentley, Superintendent of Pensions for Ontario. It was his 
Opinion that the funded status today (early 1980) is not materially dif- 
ferent from that in the last study because the combination of strength- 
ened actuarial assumptions since the early 1970s and good investment 
performance by many pension funds would have improved the overall funded 
status. This is in line with the results of the recent FEI study just 


mentioned and Keith Cooper's assessment of public sector plans for 1976 
and 1977. 


A second way to judge the efficacy of funding to date is to look at 
the actual experience in wind-ups and bankruptcies. The Superintendent 
of Pensions reported that in the last eight years there had been only 
One instance among all the plant shutdowns or other voluntary termina- 
tions or bankruptcies in which all employees vested under the terms of 
the plan (which can be earlier but not later than age 45 and 10 years' 
service under the statute) had not obtained their full basic pension 
entitlement. The single exception resulted from the shutdown of the 
Prestolite plant in Sarnia at the end of 1978.(20) In that case 96.5 
per cent of the basic benefits were paid; and the basic benefits might 
have been fully covered if the union and management had not agreed to 
make special provision for those eligible for retirement but not yet 
retired. 


The Prestolite case illustrates two important points on funding 
which must not be ignored. Benefits arising from improvements under the 
plan paid for as supplemental liabilities over 15 years and not yet paid 
for at the time of the closure were cut back so that they were paid 
only to the extent funded at the time of the closure. The Commission 
1s concerned that this effect of amortized funding is not understood 
Or communicated to the employees. A series of benefit improvements 
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with their accompanying unfunded liabilities can be instituted with no 
regulatory control whatsoever as long as the cost is provided for by 
Special payments over as long as 15 years. 


Tne improved benefits may be communicated to the employee who then 
expects to receive them as part of the pension benefit without concern 
about funding. It comes as a shock and disappointment to the employee 
to be told on a wind-up that benefits will be cut back. One would doubt 
whether the employee could or would distinguish between basic benefits 
and those payable "to the extent funded." Flat benefit plans, found 
primarily in union-organized work settings, are customarily improved 
each time a collective agreement is renegotiated. The result is a 
series of improvements funded over 15 years with different cycles for 
completion of the amortization. Although union officials may be aware 
of the problems, the Commission is not satisfied that the matter is 
always brought to the attention of employees in a clear enough manner. 
The Commission sees the need for explicit disclosure to the individual 
employee on the funding process for each plan improvement. 


The second point of concern to the Commission arises from a type of 
plan improvement which has an immediate but indirect effect on the 
funding. Such an improvement is a provision for early retirement 
without actuarialemreduction. "ihe erect sof this ‘change sterhard ste 
predict for funding purposes. The availability of an unreduced pension 
may be more attractive than expected, so that more employees retire 
early. In this case there will be an extra drain on the fund, leaving 
less available to cover basic pension benefits; but the shortfall will 
not be measured until the next actuarial valuation, when an experience 
deficiency may be revealed. In the result a benefit is being paid (not 
just promised) for which the funding is amortized over 15 years, while 
also producing an experience deficiency which will not be covered for 5 
years. If the plan .is wound-up shortly after such improvement, the 
basic pension benefits may well be in danger of cutback. 


With these problems implicit in the funding structure the Commis- 
sion finds it difficult to rely on the experience to date in assessing 
the financial soundness of existing employment pension plans. The 
fact that basic vested benefits have generally been protected from 
cut-backs on wind-up tells us nothing about losses experienced by those 
who are not vested on a wind-up in situations where the funding is not 
sufficient to pay all accrued benefits. Nor does it reveal any of the 
complexities within the funding requirements of the Pension Benefits Act 
wnich permit certain types of benefits to be exempted from vesting so 
that there may be little protection for such benefits on wind-up even 
for those whose basic benefits are vested under the 45 and 10 rule. In 
particular, we recognize that "bridging benefits" - for those who retire 
before age 65, in amounts approximating expected payments from OAS and 
CPP - may be exempted from vesting under Section 13 of the regulation. 
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We also recognize that the past is not necessarily a reliable 
guide to the future. In the future there may be increased pressures on 
pension funds because of unfavourable economic conditions. With this in 
mind, there are a number of areas where the Commission believes changes 
should be made to improve funding and hence the protection of employee 
benefits. However in the Commission's opinion the recent attacks on the 
funding of employment pension plans, at least to the extent they concern 
Ontario plans, are not justified. They may arise either from incomplete 
understanding or, in some quarters, a desire for sensationalism. The 
Pension Benefits Act has provided orderly and sound financing for plans 
over the period since its inception in 1965. It has been administered 
with a view to balancing the need to protect the employee benefits and 
the need to encourage more employers to undertake pension plans. 


Funding Recommendations 
Experience Deficiencies 


An experience deficiency is a signal that actual experience is 
different from the actuarial projection for the funding pattern. In 
the mid-1970s when salaries had been increasing with inflation and 
investment returns were poor, the regulations were changed to allow some 
experience deficiencies to be treated like initial unfunded liabilities 
and so amortized over 15 years. This eased the burden on employers. 
However it also had the effect of obscuring the extent of experience 
deficiencies and thus the extent to which unfunded liabilities in the 
plan should give cause for concern. The Commission is concerned about 
the loss of a clear distinction between experience deficiencies and 
initial unfunded liabilities. It does not agree that the amortization 
period for experience deficiencies should be extended beyond 5 years nor 
that this should be accomplished indirectly through the test valuation. 


The Commission recommends that the test valuation approach be dis- 
continued. At the same time the Commission would like to see experience 
deficiencies reduced in the future. We were struck by the seeming 
inevitability of sizeable experience deficiencies every three years 
when short-term events are measured against long-term assumptions. We 
believe it should be possible to make more accurate assumptions as 
to interest, salary increases, termination rates and other actuarial 
factors for a three-year period (the duration of the valuation) than for 
the long term of thirty years or more. Certainly many companies already 
engage in budgeting and forecasting procedures which generate most of 
the data required for the short-term assumptions. Other items such as 
investment return are largely known at the valuation date; although 
capital gains or losses, if recognized in the interest rate, could cause 
substantial disturbances. While employers may have to pay more in the 
near term, we think they would prefer to see more realism in the whole 
process. 
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The Commission considered the use of select and ultimate rates for 
the assumptions in actuarial valuations, i.e., realistic short-term 
assumptions for say the three-year duration of the valuation and long- 
term rates thereafter. We note that the actuaries for the Teachers’ 
Superannuation Fund have done just that for the interest rate and salary 
scale. However, we are persuaded that our approach may be overly 
Simplistic - that it would complicate the calculations and increase both 
the technical expertise required and the cost of the actuarial work. It 
could be especially hard for small operations. We are therefore not 
making any recommendation on this point, but we commend to the actuarial 
profession and the employers for whom they work the idea that actuaries 
should pay closer attention to the early years in an actuarial valuation 
and use more explicit assumptions with a view to increasing the realism 
and reducing the margin of adjustment or experience deficiency. This 
and our recommendations below are all in line with the Commissioners' 
whole approach to pensions, which is that the relationship of the cost 
to the benefit should be readily and immediately visible. 


With regard to discontinuance of the test valuation, pension plans 
should be allowed some time to adjust to the new, tighter condition. 
Since at the time of release of our report the expected latest actuarial 
valuations due for filing with the Pension Commission of Ontario will 
be those for periods ending in 1979, we decided that all actuarial 
valuations as of June 30, 1982 or earlier should be permitted to use the 
test valuation. 


Our recommendations are: 


The test valuation for determining experience deficiencies and 
initial unfunded liabilities should be discontinued and not allowed 
to be used for any actuarial valuation due after June 30, 1982; 


Any experience deficiencies deemed to be initial unfunded actuarial 
liabilities under the test valuation in the past or the future 
up to June 30, 1982 valuations may be liquidated in accordance 
with the current rule, i.e., by an immediate lump sum payment 
or by equal annual payments over not more than 15 years from the 
valuation date as of which they were discovered; 


All other experience deficiencies must be liquidated by an immedi- 
ate lump sum payment or by equal annual payments over not more than 
5 years from the valuation date as of which they were discovered. 


We recognize that these recommendations are a return to the situa- 
tion where flat benefit plans upgraded by periodic negotiations and 
updated career average plans have a distinct funding advantage over 
other defined benefit plans, since such upgrading results in an initial 
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unfunded liability and a 15-year amortization. This problem is dis- 
cussed in the next section. 


Other Supplemental Liabilities 


Supplemental liabilities arise mainly from past service on start- 
up of a plan, plan improvements, and the strengthening of actuarial 
assumptions. 


Initially a longer period (15 years) was allowed for financing 
these aS opposed to experience deficiencies (5 years) on the grounds 
that all are desirable moves which should not be discouraged by too 
stringent requirements for payment. 


One problem with such a rule is that in plans which regularly 
make updates or improvements in benefit levels (usually flat benefit 
or career average plans), whether through collective bargaining or 
otherwise, a string of successive improvements can each be only partly 
financed at any point in time. These are said to be thinly funded and, 
in the event of termination of the plan for whatever reason, benefits 
will only be paid to the extent funded at the time of wind-up. We had 
an unhappy illustration of this very condition in the Prestolite wind-up 
where the brunt of the shortfall in assets was borne by those employees 
who were not vested under the 45 and 10 rule and received nothing, even 
though some of them had more than 15 years' service and one had 25 
years' service. 


We considered providing greater funding security for benefits in 
the event of plan termination by requiring that a certain percentage of 
the cost of a plan improvement be paid up before new improvements were 

ermitted. We considered requiring a more conservative actuarial 
funding method (e.g., level premium vs. accrued benefit) or a shorter 
payment period than 15 years for plans making frequent upgrades. We 
thought of requiring two years' extra instalments against outstanding 
supplemental liabilities in the event of plant shutdown or relocation; 
but that was rejected because it would create a double standard for plan 
terminations. 


In the result, all the foregoing possibilities were rejected, 
partly at least because they could prove a deterrent to establishment of 
plans or to bargaining for improvements. We recommend, however, that 
the Pension Commission of Ontario study this matter with a view to 
bringing frequent improvements, especially of flat benefit plans, into 
line with the funding requirements for final average plans. The results 
of thin funding may be brought forcibly to light if current economic 
conditions force more plant closures. In addition, we recommend that 
the possibility of cut-backs in benefits funded over a future period be 
clearly brought to the attention of individual employees through the 
disclosure mechanism recommended in Chapter 13. 
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TERMINATION OF EMPLOYMENT PENSION PLANS 
Voluntary Terminations 


An employer has the right to terminate the pension plan at any 
time, subject of course to the terms of any collective agreement with a 
union. In that event all cash payments out of a trust fund will be 
taxed in the hands of the recipients, unless the payments are trans- 
ferred with the approval of Revenue Canada to another registered employ- 
ment pension plan or unless the funds are used to buy deferred annuities 
for employees. (Eventual benefit payments are taxable when received.) 


Under the Pension Benefits Act, if a pension plan is wound up 
or terminated the employer is obliged to pay all amounts that would 
otherwise have been required under the funding rules up to the date of 
plan termination. The date of termination may not be made retroactive 
by the employer. Thus the fund at the time of wind-up should include 
all current service contributions plus a proportion of the payments to 
cover initial unfunded liabilities and experience deficiencies depending 
on the number of years since such liabilities were created. If the 
wind-up date is part-way through the plan year, part payments are due to 
that date. 


An actuary's report must be prepared and filed with the Pension 
Commission to establish how the assets of the fund are to be divided, 
the first step being to establish the actuarial liability for all bene- 
fits for current employees, retirees, and terminated vested deferred 
annuitants. 


Current employees are given full and immediate vesting for all 
service up to the wind-up date, regardless of the 45 and 10 rule or the 
plan's own vesting rule. In a contributory plan the lrabvlity tis the 
greater of the value of the pension benefit earned or the employee's 
cumulative contributions, with interest if provided by the plan. 


If there are more assets than needed to cover all these liabili- 
ties, no part of the surplus assets can revert to the employer unless 
the terms of the pension plan so provide. In the absence of such a 
provision, all assets belong to the plan participants. In 1972, the 
Supreme Court of Ontario found that the employees of Kent-McClain of 
Canada Limited were entitled to the surplus from a discontinued pension 
plan in spite of an attempt by the company to secure the surplus by an 
amendment to the plan just before it was discontinued. 


TEtherassets*arewnot. -sukfiGienl to Gover eli wabidaties, Tit as 
necessary to recalculate benefit credits for active and retired members 
alike according to whether or not certain benefits have been funded and 
to what extent. The precise nature of these cut-backs, under Section 
21(7) of the act and Section 11 of the regulation, is governed in part 
by the statutory vesting rule and in part by the actuary's opinion as to 
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what reductions are necessary to "prevent unfair impairment of the other 
pension benefits accrued under the plan." Finally, the available assets 
must be allocated among the various classes of employees, retirees, 
surviving beneficiaries, and former employees with vested deferred 
pensions. 


The allocation will favour vested benefits and also those benefits 
for which funding has been provided. It should be noted that not all 
benefits provided under a pension plan are necessarily protected. The 
Pension Benefits Act first protects the basic pension rights for vested 
employees. There is not a very clear picture of how various other 
benefits will be treated. The Pension Benefits Act specifically permits 
some benefits to be excluded from vesting. For example, "bridging 
supplements" are often exempted from vesting under Section 13 of the 
regulation and are not protected on wind-up under the primary protection 
accorded vested benefits. Escalated Adjustments (indexing payments tied 
to changes in the CPI or AIW) may be exempted from funding under the 
regulations and likewise receive no protection against cut-backs on 
wind-up. Certainly it is highly unlikely that many plan members are 
aware of the complexities of allocation of assets on wind-up. 


Even if retirees receive first priority in the distribution of 
assets, their benefits may be cut back to less than the pension they 
received at retirement. For example, if a person retired two years 
after a plan improvement had been made and the plan were to terminate 
three years later, this person's pension could be cut by 10/15ths or 
two-thirds of the amount of the increase if the funding of that improve- 
ment had been made only to the extent of one-third (5 years' payments of 
the 15 scheduled). 


It is conceivable the same employee would have received a post- 
retirement improvement as well and would have that cut as well, and by 
more than two-thirds. The first reduction, however, is of greater 
concern. Such a reduction is repugnant to the whole concept of pensions 
and their funding, which is that a promise is made and money is set 
aside systematically over the entire worklife so that when retirement 
age is reached the necessary funds should be on hand to provide the 
promised pension. 


The Commission therefore recommends that the Pension Benefits Act 
be amended so that the amount of the pension benefit payable at time of 
retirement to an employee who retired at normal retirement age or who is 
eligible to retire at the time of the wind-up shall be deemed to be 
fully funded, regardless of the extent to which it has in fact been 
funded. This will ensure that in the event of a plan termination, this 
group of pensioners will at least be credited with the full amount oF 
the pension they were receiving at retirement. They would still be 
eligible for post-retirement improvements only to the extent funded. 
The Commission also recommends that this principle be extended to those 
who have taken early retirement (with reduced or unreduced pensions) and 
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to those who were eligible for early retirement at least six months 
prior to the date of wind-up. 


The Commission does not recommend any extra funding immediately to 
accompany this provision; but where a plan has segregated its assets 
between active lives and retired lives for retirees opting for partici- 
pating annuities, a transfer of funds should be made to the retired 
lives accounts to reflect this provision. In due course actuaries 
should include in their calculations the effect of this fully funded 
entitlement. 


The Pension Benefits Act of Ontario does not set out priorities for 
allocations on wind-up to the classes and categories mentioned above, 
although it does provide that all contributions made atter! the “act came 
into force in respect to the deferred life annuity of an individual are 
to be applied towards that annuity. The Quebec Supplemental Pension 
Plans Act does provide an explicit order of priority to be applied when 
a pension plan is being wound up, the first four of which are: 


1. the deferred annuity prescribed in the act for every employee 
and former employee as if he had terminated his employment on 
the day the plan terminated; 


2. the pensions to pensioners and employees above retirement age 
arising from their contributions made after 1965, other than 
voluntary additional contributions; 


3. the pensions to other employees arising from their contri- 
butions made after 1965, other than voluntary addz tional 
contributions; 


4. the pension from voluntary additional contributions. 


The low priority attached to voluntary additional contributions is 
in sharp contrast to the position in the United States, where they 
arevplaced) first. Thickiliitgtratess the difficulty in deciding among 
the claims of different groups - for example, pensions to present 
pensioners, pensions vested under the act, -and spensponsvpald “foreby 
employees' own contributions. 


Although the Pension Benefits Act does not set out wind-up prior- 
ties, “this feature Ws often part of the plan itself. The PCO has 
established internal guidelines for this purpose where the plan is 
Silent, but they are capable of wide variation in application. We 
recommend that the priorities be made explicit in the Pension Benefits 
Act or the regulation and that, where the pension plan is silent, the 
order be as follows and the amount of their claims be as indicated in 
the bracketed notes (each category shall take precedence over those 
following it; members in a category shall share rateably): 
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Category I 


Pensioners who retired at normal retirement age 

Employees having attained normal retirement age and eligible to 
retire but not retired at the date of wind-up 

Early retirees 

Employees eligible to retire early at least six months prior to 
the date of wind-up 

(Pension benefits payable at start of retirement in full; post- 
retirement improvements to the extent funded) 


Category, if 


Statutory deferred life annuitants, active and terminated 
(Pension benefits to the extent funded) 


Category>Ift 


Members vested under the plan provisions 
(Pension benefits to the extent funded) 
Non-vested members 

(Required pension contributions) 


Category IV 


All members 
(Additional voluntary contributions) 


Category = Vv 


Non-vested members 
(Pension benefits to the extent funded) 


Category VI 


Vested and non-vested members 
(Other benefits, including bridging supplements if not pre- 
funded and escalated adjustments if not pre-funded) 


Bankruptcies 


Since pension fund assets must be held by an insurance company or 
trustee, they will not be lost if an employer goes bankrupt or simply 
disappears. The benefits and position of employees, retirees, etc., in 
the pension fund of a bankrupt employer are determined on the same basis 
as for voluntary terminations. 


There is however one exception to the segregation of assets and 


that concerns employees' contributions deducted by the employer at 
source and the employer's own required contributions for current service 
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cost and special payments. The Pension Benefits Act regulation now 
requires that all amounts deducted from employee's pay for pension 
contributions be forwarded to the trustee of the plan within 30 days of 
the end of the calendar month in which the deduction was made. Employer 
contributions, on the other hand, are due 120 days after the end of the 
fiscal year of the plan for which such payments are being made. 


Sometimes an employer will become insolvent or be put into bank- 
ruptcy before employees' contributions have been forwarded to the trus- 
tee, or employer's contributions have been forwarded to the trustee. 


Section 23(a) of the Pension Benefits Act purports to create a 
trust for all sums received by an employer from an employee for payment 
into the pension plan and similarly for any employer contribution that 
is due under the plan. However, the act makes no provision for the 
enforcement of the trust by statutory lien or other such means, and it 
is doubtful if the ‘trust “as presently constituted underrtheract. is 
enforceable. To the extent that such legislation falls within the 
federal bankruptcy jurisdiction, any provincial initiative to enforce 
the trust may be beyond the legislative authority of the province. 


No special protection is accorded to either employee or employer 
contributions under existing federal bankruptcy legislation. The pen- 
Sion plan trustees can claim as ordinary creditors only. However, pro- 
posed bankruptcy legislation may provide some protection for pensions, 
and steps should be taken to achieve this protection. Introduction of 
Bill S-ll, the Bankrupcy Act, 1978, has brought a recommendation from 
the Senate Committee on Banking, Trade and Commerce as follows: 


"...the creation of a government administered fund out of which 
unpaid wages of employees could be paid in the event of bankruptcy, 
with the plan being funded by employer and employee contribu- 
TIONS weet 


Still another provision would expand the definition of "wages" for 
bankruptcy purposes to mean: 


"...Salaries, fees, commissions, and other compensation for ser- 
vices, including vacation pay, pension, health and welfare contri- 
butions, but does not include severance pay." 


The maximum total amount given priority under this provision would be 
$500 per employee. 


Notwithstanding these developments at the federal level it would 
seem advisable for the Government of Ontario to create by statute a lien 
to enforce the trust protection for employees' contributions and such 
employer contributions as are due under the plan. There is some prece- 


dent for such a lien in the Vacation with Pay Act and some judicial 
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precedent supporting the validity of the lien. We recommend that 
legislation for this purpose be passed as soon as possible. 


Two other possibilities are available for protection in these 
circumstances. The first relates to the timing of payments. Since 
employee contributions must be remitted monthly, failure to do so will 
be noted by the trustee very early so that the trustee can alert the 
pension regulatory authority of the default. The Pension Benefits 
Act provides that a plan will be deemed to be wound up if the employer 
fails to make contributions, and the Pension Commission can notify the 
employer accordingly. This sets in train a number of provisions which 
should prevent further deductions being made from employees. There is 
however no power in the Pension Commission to enforce payment by the 
employer directly; nor can the trustee of the pension fund take action 
to obtain the payment of the employees' deductions, since the trustee is 
a pasSive receiver of the monies. This leaves the employees in the 
unsatisfactory position of having to bring a class action against the 
employer or the trustee in bankruptcy. For this reason the Commission 
recommends that the Pension Commission of Ontario be given specific 
power to act on behalf of beneficiaries and potential beneficiaries 
of a pension fund to secure the payment of all monies due into the fund. 
As we will discuss later (Chapter 13) this is a change in role for the 
Pension Commission, but it would appear to be necessary to resolve this 
problem. 


Employer contributions should be required sooner than 120 days 
after the fiscal year end of the pension plan. Where employer contri- 
butions are explicitly related to those of employees, as in a money- 
purchase plan, the Commission recommends that employer's contributions 
be made simultaneously with those of employees, i.e., within 30 days of 
the end of the calendar month in which the contributions are deducted 
from the employee. In defined benefit plans the employer's obligation 
is different and therefore payment should not be required monthly. 
However, Since the amount of the employer's contributions is determined 
ahead of time in the actuarial report there is no reason why the payment 
should not be made in four equal instalments, each within 30 days of the 
end of the quarter, during the plan year. The Commission recommends 
accordingly. This reduction in the time allowed for payment will permit 
earlier action to force payment of required contributions. Again, the 
power to bring such action should be vested in the Pension Commission of 
Ontario. 


Plant Shutdowns and Relocations 


Sometimes an employer closes down a plant and relocates the busi- 
ness, for any number of reasons. If there is a pension plan, it can be 
closed down too. In the process, there may be an offer of jobs to 
existing employees in the new location, in which case the employee's 
pension service is continued, but often that is not practicable and the 
plan is terminated. In these circumstances as in any other voluntary 


149 


termination, anmployees are entitled to full credit for their pensionable 
service even if not otherwise vested. 


Sometimes a multi-plant employer operates a single pension plan for 
employees in all locations. There have been instances where in such 
circumstances employers have closed one plant and terminated employees 
On an individual basis with no pension rights if not vested. where that 
happens, if the Pension Commission is of the opinion that the employer 
is discontinuing a part of the operations in which a substantial number 
of pension plan members are employed, it may declare the pension plan to 
be wound up in whole or in part.(21) In a partial termination (as in a 
full termination) the terminated employee receives full credit for 
pensionable service to the date of termination, whether otherwise in a 
vested position or not. 


If both sets of circumstances, the rules for establishing the 
actuarial liability for the benefits and allocating the assets are 
the same as described above for other voluntary terminations. While 
pension rights are protected, there is no guarantee that there will be 
sufficient assets in the pension fund to honour those rights. The 
Prestolite case previously mentioned was brought to our attention in the 
course of our hearings. The company had a non-contributory plan for its 
employees. After several meetings between representatives of the union 
and the corporation, the final decision was made to close the plant as 
of December 31, 1978. A letter dated December 21, 1978 from the company 
to all retirees, surviving spouses, and terminated vested employees 
advised that benefit cuts would have to be made as follows: 


1. People who had retired at the normal retirement age of 65 would 
receive 75 per cent of the benefits they were receiving before 
the shutdown, i.e., the basic benefit promised on retirement 
and the supplemental benefits payable between retirement and 
age 65, whether or not these total benefits were fully funded. 


2. People who had taken early retirement would receive 75 per cent 
of the "basic" benefits they were receiving before shutdown, 
and after March 1, 1979 they would lose the entire amount of 
any "Supplementary" benefits, namely, the temporary bridge 
benefit payable until age 65. 


3. Active employees who were eligible for early retirement would 
receive 75 per cent of the "basic" benefits they had earned up 
to December 31, 1978 but would receive no "Supplementary" 
benefits. The benefits payable however would not be delayed 
until age 65 but would be put in payment immediately just as if 
these people had already retired. 


4. Active employees who were not eligible for early retirement but 


who met the 45 and 10 vesting rule would receive a deferred 
pension (1.e., payable starting at age 65) for 75 per cent of 
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the "basic" benefits they had earned up to December 31, 1978, 
i.e., their loss would be 25 per cent of the pension benefits 
they had earned to the date of the plant closing. 


5. Active employees who did not meet the 45 and 10 vesting rule 
would receive nothing, whether or not they were vested under 
the terms of the plan. 


6. Terminated vested employees would receive the full amount of 
whatever pension benefits they had earned, payable starting at 
age 65. 


As it turned out, the actual cut-backs were quite different, as all 
the people who were told they would get 75 per cent of certain benefit 
levels actually received 96.5 per cent of the basic benefit. 


Looking at what went wrong with this particular pension fund, there 
appear to have been two main forces at work other than the business 
Situation of the employer. As mentioned in the previous section, there 
had been fairly regular plan improvements over the years which were 
being financed over 15-year periods and were therefore only partly paid 
up. Secondly, there was an early retirement feature which was putting a 
strain on the fund. At time of wind-up it was apparently agreed by both 
company management and the union that it would be only fair to treat 
those employees who were eligible for retirement but still active, on 
the same basis as the ones who had taken early retirement. This meant 
starting payment of their pensions immediately rather than waiting until 
they reached age 65. If the decision had been made the other way, it is 
the opinion of the actuary involved that all "basic" benefits could have 
been paid in full and some of the "supplementary" benefits of those 
already retired and those eligible for early retirement could have been 
paid. The basis of this statement is that the liability for the en- 
ployees who lost everything (approximately 80 active anployees who were 
not vested under the 45 and 10 rule) represented only about 3 per cent 
of the total liabilities of the plan exclusive of the "supplementary" 
benefits. In this instance, the scaling-down or loss of benefits to the 
employees was caused in part by an experience deficiency related to 
early retirement provisions and by initial unfunded liabilities created 
by negotiated plan improvements which were being financed over 15 years 
and were only partially funded. 


We were told by the Superintendent cf Pensions that the Prestolite 
case was the only one among all plant shut-downs or other voluntary 
terminations or bankruptcies in the past 5 to 8 years in Ontario where 
the employees vested under the rules of the plan did not get 100 per 
cent of their basic pension entitlement. However, some who were vested 
only by virtue of the "immediate vesting" provision for plan termina- 
tions certainly lost some basic entitlement. Again, this*invites 
the question as to whether plan improvements and possibly experience 
deficiencies as well should be financed over shorter periods to provide 
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greater security for the enployees. What has been done in the United 
States is to allow longer financing periods for plan improvements (30 
years vs. 15 in Ontario) and experience deficiencies (15 years vs. 
5 in Ontario) while providing plan termination insurance as well. The 
Commission therefore examined the U.S. program and experience. 


Plan Termination Insurance in the United States 


Steps have been taken in the United States to protect pension plan 
participants and their beneficiaries from some of the financial conse- 
quences of plan termination. Effective July 1, 1974 plan termination 
insurance under the Enployees' Retirement Income Security Act (ERISA) 
was provided for defined benefit plans through a government-operated 
non-profit organization, the Pension Benefit Guarantee Corporation 
(PBGC). It does not cover defined contributions plans, i.e., money- 
purchase plans, profit sharing plans, or savings plans. The insurance 
is compulsory for basic benefits subject to certain limitations, and 
premiums are charged to enployers at a fixed amount for each plan member 


The PBGC guarantees certain benefits to employees in the event of 
pension plan termination for any legitimate business reason. Clearly 
the date on which the plan terminates is critical, and provision must be 
made for partial as well as full terminations. The plan administrator 
is required to specify any "reportable events" that may lead to plan 
termination, including a benefit decrease, tax disqualification, or 
failure of the employer to pay money due to the fund. If the plan is 
terminated by the employer, due notice must be given by the adminis- 
trator to the corporation. The corporation has the power to declare a 
pension plan wound up in a variety of circumstances. 


Benefits insured are only those vested in participants prior to the 
termination date. Only basic benefits are insured, that is, benefits 
already being paid and normal pensions commencing at normal retirement 
age. Subsidiary benefits such as early retirement supplements, future 
cost-of-living increases and benefits arising on future death are not 
covered. 


Pensions guaranteed by the PBGC are subject to a maximum which is 
the lesser of (a) a pension actuarially equivalent to a pension equal to 
the employee's last five years' average earnings, payable from age 65, 
and (b) $750 a month indexed according to the social security ceiling, 
which today would be approximately $1,100 a month. 


Plan benefit improvements may not be covered. ‘The PBGC guarantees 
at the time of termination the level of benefits in effect five years 
prior to the termination. Benefit improvements that took place within 
this five-year period will be guaranteed at a rate equal to the greater 
of (a) 20 per cent, and (b) $20 a month for each year during which the 
amendment was in effect. Therefore, benefit improvements taking place 
shortly before the plan termination might not be fully insured. 
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Special rules will apply to multi-enployer pension plans when the 
Scheme 1s extended to that class of plan. 


If the PBGC determines that pension fund assets are sufficient to 
provide the guaranteed benefits, the employer may proceed to wind up the 
plan. If the assets are deemed insufficient they are taken over by 
the PBGC. ‘To the extent that assets are insufficient to provide the 
guaranteed benefits, the PBGC may recover from the employer an amount up 
to 30 per cent of the employer's net worth as it was within 120 days 
prior to the plan wind-up. The original purpose of this provision 
was to make employers act responsibly in funding pension plans; but 
employers may buy contingent liability insurance against this risk. 


Since the benefits insured are subject to the limitations mentioned 
above, and since the fund assets may be sufficient to provide some bene- 
fits above the insured amount, the PBGC has set out priority classes for 
allocation of assets. These are: 


1. employees' additional voluntary contributions; 
2. employees' regular contributions or equivalent benefits; 


3. pensions that have been or could have been in force for three 
Or more years; 


4. other benefits that would be insured but for the $750 
limitation; 


5. other vested benefits; 
6. all other benefits under the plan. 


it is/noticeable that a high priority is given to employees' 
contributions or the benefits provided thereby. Also the benefits 
insured are those based on the vesting rule in the pension plan, even if 
it is more liberal than required by ERISA. Under pension benefits 
legislation in Canada the emphasis is on the minimum vesting required by 
the acts, regardless of what the plan provides. 


As mentioned before, the U.S. system allows longer periods for 
paying off plan improvements and experience deficiencies, but in compen- 
Sation provides a guarantee of certain vested benefits. 


Tne PBGC has faced severe problems in its short life; some were 
described by Claude Poulin, Assistant Director of the Social Security 
Department, UAW International Union in his testimony at the Commission 
hearings. 


ERISA contemplated that insurance coverage against plan termination 
would be available for three groups: private employer plans; multi- 
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employer plans; and church and government plans. At present only the 
first group is insured and the premium rate, originally set at $l per 
member per year, is now $2.60. 


Many multi-employer plans are negotiated and their financial 
position is weak. The deadline for bringing these plans into the 
insurance system was postponed because the cost would have been very 
high and the incentive to terminate plans would have been great. For 
example, we were told that at the planned rates the PBGC could collect 
approximately $4 million a year to cover all terminations in that year, 
whereas the potential liability of the PBGC might be close to $4 billion. 


Although the insurance is only payable if the plan is discontinued 
for legitimate business reasons, claims experience has been bad and 
notification has been received by the PBGC of many prospective claims, 
many of large amounts. Accordingly the PBGC is already considering pro- 
posals to restructure the plan termination insurance system by making 
the rules more restrictive. Apparently some consideration is also beiny 
given to setting premiums related in some way to unfunded actuarial 
liabilities. 


Should Ontario Adopt Plan Termination Insurance? 


A very small number of briefs were received recommending some 
form Of plan termination insurance tim this province. =A few Driers 
maintained that Ontario does not need such a program because of our 
more stringent funding requirements. An additional difficulty for 
Canada beyond those experienced in the United States is the fact that 
pensions fall under provincial jurisdiction, while in the United States 
there is federal control. The Canadian Life Insurance Association 
touched on the point in its brief: "Such a scheme in Canada could 
probably operate effectively only at the national level. Not only are 
there many Canadian plans with members in more than one province, but no 
single province should be expected to assume alone the risks involved." 
(22) 


It should be recognized that plan termination insurance along the 
lines of the U.S. scheme would not improve a situation such as that 
in the Prestolite case. There would be little or no protection for 
improvements made in the five-year period prior to wind-up and none for 
benefits other than basic benefits. Rights to early retirement and 
bridging supplements are not basic benefits. Therefore to solve the 
problems of Prestolite there would have to be vastly extended insurance 
coverage with concomitant expansion of cost. The extension in ERISA of 
the employer's liability beyond the obligations to the date of wind-up 
by attaching the net worth of the employer is contrary to the voluntary 
principle of employment pension plans. A move towards extension of the 
obligation could deter the establishment of new plans. 
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Ontario's Pension Benefits Act originally (1962-1963) empowered the 
Pension Commission, 


"1f deemed advisable, to establish or support the establishment of 
an insurance fund for the purpose of underwriting pension fund 
deficiencies arising because of the insolvency of pension funds." 


While the object of plan termination insurance is clearly desir- 
able, it is significant that the Legislature subsequently gave its 
consent to deletion of the enabling provision, evidently accepting the 
fact that the Commission had not seen fit to exercise its authority to 
initiate such a scheme. It remains for this Commission to assess the 
future need for termination insurance in the light of all the circum- 
stances including, we must point out, our recommendations on various 
related matters such as funding and the proposed mandatory plan. 


Up to the present the reluctance of the Pension Commission and the 
government to impose an insurance requirement on employment pension 
plans may be attributed both to a reliance on the solvency require- 
ments of the Act and an aversion to unnecessary bureaucracy. LE, 
for instance, the funding standards could be relied upon to create 
approximately the same degree of benefit security as a limited form 
of re-insurance, it is questionable whether the need for additional 
protection could justify the sizeable task of setting up an insurance 
Organization and levying premiums on all pension plans. 


It must be kept in mind that any practicable system of re-insurance 
must involve limitations and preconditions, if only to prevent the 
primary "insurer" from assuming risks in an irresponsible manner and 
passing those risks on to the re-insurer. Under the U.S. program, 
for instance, pension benefits created in the five-year period before 
termination are not entirely insured by the corporation; and all plans 
must meet funding standards which, although somewhat less stringent 
than Ontario's, may be presumed to gradually reduce the incidence and 
severity of plan insolvencies. The U.S. legislation therefore resembles 
Our Own as it was formulated in 1965, with the most obvious difference 
that under ERISA, the same gradual progress towards the desired level of 
solvency is accompanied by a scheme to support benefit payments in the 
marginal area not covered by prefunding. In view of the fact that 
Ontario's funding rules have been in effect about ten years longer 
than those introduced by ERISA and are more rigorous, the need for 
termination insurance in Ontario, even if contemplated in 1965, is not 
as readily demonstrated today. Again it should be emphasized that we 
refer to re-insurance comparable to the U.S. program, geared to the need 
to protect basic plan benefits and not (though desirable in theory) to 
guarantee a rapidly escalating level of pensions including supplements, 
indexed adjustments and similar improvements. 


In our proposals for a mandatory, universal plan (Chapter 12) 
we have the basis of a pension component which will always be fully 
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funded and so will not require the support of re-insurance. In our 
recommendations on funding, moreover, we believe the groundwork is 
prepared for a significant improvement in solvency for all pension 
plans outside the framework of the mandatory plan and publ ic programs. 
Finally, it is to be expected that the recommended rules for disclosure 
will be instrumental in achieving a more orderly development of employ- 
ment pension plans - that is, improvements based upon adequate knowledge 
and appreciation of the cost and risks inherent in commitments which are 
to be funded over a period of years. The net effect of the existing 
legislation and the changes recommended in this report will be, in our 
opinion, equivalent to anything that might be brought about through plan 
termination insurance - and probably at a considerably lower overall 
cost to employers, employees, and the public. ‘The Commission is of the 
opinion that plan termination insurance should not be undertaken by the 
Government of Ontario at this time. The next few years will be the 
testing period for the effectiveness of the Pension Benefit Guarantee 
Corporation in the United States. A close watch on its development may 
enable Ontario to avoid some serious pitfalls if later some type of plan 
insurance is to be undertaken. 


FUNDING OF POST-RETIREMENT ADJUSTMENTS TO PENSIONS 


In the early 1970s the advent of rapid inflation led to increased 
demands for adjustments to pensions in payment to maintain their pur- 
chasing power. If these adjustments were to become part of the pension 
plan they would immediately create new initial unfunded liabilities. If 
they were made outside the plan there was no assurance to plan members 
that they would continue. There were two responses to this problem. 
In the public sector separate adjustment funds were created under the 
Superannuation Adjustment Benefits Act, 1975, which operate on partially 
funded basis. For both private and public sector plans the Pension 
Benefits Act regulations were amended to allow exemption of adjustments 
related to changes in a general price or wage index from the funding 
requirements. (23) Where it was elected not to pre-fund escalated 
adjustments, payments made out of the fund for that purpose were to be 
deemed current service costs; contributions would have to be made for 
that year which included the cost of adjustment payments. 


There are four different ways for these adjustments to be deter- 
mined and paid out. 


Adjustments Provided Through Pension Plans -— Ad Hoc 


First there are ad hoc adjustments provided through the pension 
plan. They are like any other improvement to the plan. They create a 
supplemental liability which may be paid off immediately in a lump sum 
or in equal annual instalments over a maximum of 15 years. Since the 
average age of retirees is likely to produce a payout of less than 
15 years, this could mean financing such benefits partly after the 
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fact. The Pension Commission of Ontario recognized this point some time 
ago and is working on regulations which will assure the payments. We 
endorse this and recommend early implementation. 


Adjustments Provided Through Pension Plans - Automatic 


Next there are automatic adjustments, tied to changes in a general 
price or wage index such as the Consumer Price Index, and provided 
through the pension plan. The employer has the option of excluding 
these entirely from prefunding, and instead, funding them through the 
pension plan fund on a current service cost basis. This arrangement at 
least assures that fund assets for basic benefits will not be depleted 
to pay indexing; but it provides no assurance that the adjustments can 
and will be paid in the longer term. 


As expressed in Section 2a. of the regulation, the basis for this 
Option is that the adjustment amounts cannot be determined with cer- 
tainty in advance. The Commission rejects this reasoning; very little 
in the actuarial valuation is determined with certainty in advance. 
What is more to the point is that without advance funding there is no 
assurance of continuity of payment of the benefit. As well, there is 
unlikely to be any general recognition of the cost of the benefit. This 
is contrary to the Commissioners' whole approach to pensions in that the 
relationship of the cost to the benefit should be clearly visible. 


The Commissioners are of the opinion that if these adjustments are 
part of the pension promise they should be prefunded, i.e., they should 
be funded the same way as any other plan benefit. Accordingly we 
recommend the removal from the regulation of the exemption for funding 
of automatic post-retirement adjustments tied to a general price or wage 
index, by repeal of Section 2a. effective with all actuarial valuations 
as of a date later than June 30, 1982. This effective date is the same 
as for ending the test valuation and allows some time for pension plans 
to adjust to the new financial requirement. 


We further recommend that any unfunded actuarial liability arising 
from the removal of the exemption from funding of automatic post- 
retirement adjustments be treated as a regular initial unfunded 1li- 
ability under the regulation, requiring liquidation by an immediate lump 
sum payment or by equal annual instalments over a maximum of 15 years 
from the date on which it arises. 


Adjustments Provided Through Special Adjustment Funds - Automatic 


The third type of adjustment again involves automatic adjustments, 
tied to a general price or wage index, but partially funded through 
special "adjustment funds." Examples are the Public Service Super- 
annuation Adjustment Fund (PSSAF) and the Teachers' Superannuation 
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Adjustment Fund (TSAF). These are discussed in detail in Volume VI on 
Public Sector plans. Contributions are collected from active employees 
and their employers (currently 1 per cent of salary from each), and 
adjustment benefits are payable to employees who have retired under 
PSSE’ and TSP sincesJanuarysl, 1976. se Ineaddraior~qehese tundsr (Po one 
and TSAF) are used in the same manner to index the deferred pension 
entitlements of terminated employees. 


In the Commission's opinion it is unfair to require contributions 
for indexing on this basis since, as with indexing on a pay-as-you-go 
basis, there is no assurance that employees will get any benefit. The 
problem is essentially the same: if these adjustments are part of the 
pension promise they should be fully prefunded. 


Our earlier recommendation for the repeal of Section 2a. of Reg- 
ulation 654 has the effect of precluding PSSAF and TSF from partial 
funding after June 30, 1982 for their indexing liabilities. These and 
similar funds should begin full funding on that date, be phased out in 
an equitable manner, or be combined with the general pension fund. 


If the funds convert from partial funding and continue operations 
under the normal provisions of the Pension Benefits Act, any unfunded 
actuarial liability arising from the change would be an initial unfunded 
liability. We recommend that there be no new provisions along the lines 
of Section 2(13) of the regulation under the Pension Benefits Act which 
would allow plans for government employees to pay interest only - with 
no principal repayments - against this liability. 


Adjustments Provided Outside the Pension Plan — Ad Hoc 


The last type of adjustment is the ad hoc increase which is not 
written into the pension plan document and therefore cannot legally be 
paid out of pension fund assets. Such an adjustment is usually financed 
on a pay-as-you-go basis out of the employer's operating revenues. 


Although employers may make such adjustment payments year after 
year to pensioners, they usually take care to announce and present them 
in such a way as to avoid any continuing obligation in a legal sense. 
Nevertheless, over time the retiree may come to expect and rely on these 
adjustments and perhaps to feel that the employer has at least a moral 
responsibility to continue them. 


Since these adjustments are voluntary on the part of the employer, 
1t is contended that if employers were required to bind themselves to 
them and fund for them in advance, they would be reduced in amount or 
withdrawn completely, with the employee the loser. The Commission 
accepted this reasoning and does not recommend any change in the present 
pay-as-you-go practice. 
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INVESTMENT, CUSTODY AND MANAGEMENT OF PENSION FUND ASSETS 


Trustees 


Contributions to pension plans may not be held by the employer but 
must be paid over to a third party. Revenue Canada guidelines and the 
Pension Benefits Act regulation require the funds to be administered 
by an insurance company, a trust company, individual trustees, the 
Government Annuities Branch, a Pension Fund Society, an arrangement 
administered by Canada or a province, or a combination of the above. 


Insurance companies offer a variety of pension contracts. In some, 
the contributions go into a deposit administration fund or a segregated 
fund and the insurance company acts as little more than an investment 
Eacuiurty; 


A trust fund may be established, under a written trust agreement 
with a trust company or with individual trustees, to receive contri- 
butions and pay benefits. The rules for registration of pension plans 
under the Income Tax Act require that if there are individual trustees 
at least three must reside in Canada and one must be independent of the 
employer. It is permissible for annuities to be purchased for indi- 
viduals by pension fund trustes and these insurance company contracts 
constitute part of the trust unless assigned to the employees. 


The Canadian Government Annuities Branch was used extensively at 
one time but following amendments to the Annuities Act in 1976 it no 
longer aisstiesvany new contracts. Old ’pension contracts are’ still in 
force and it will be many years before all the annuity holders have 
retired, drawn their pensions and died. 


The Pension Fund Societies Act permits the establishment of a 
non-profit corporation to manage a pension fund. This method is rarely 
used, and only a handful of Pension Fund Societies exists. 


Generally speaking, pension fund assets must be held in Canada. A 
pension trust fund must be located in Canada. Exceptions may be made 
where a Canadian employer contributes for foreign nationals employed 
outside Canada, and in certain other instances. 


A copy of the trust deed, insurance contract, by-law, collective 
agreement on pensions or other documents must be filed with the pension 
plan. 


Investment of Pension Funds 
Conditions governing pension investments are detailed in regula- 
tions under the various pension benefits acts. If the pension plan is 


not registered under a provincial pension benefits act, the income tax 
authorities require that the investments conform to the investment 
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requirements of the federal Pension Benefits Standards Act and regula- 
tions. Provincial and federal investment regulations are essentially 
uniform. 


Before outlining these regulations it should be noted that there 
is a tax penalty if investments in foreign securities exceed 10 per 
cent of the total pension fund. The investment income of pension 
plans registered under the Income Tax Act is normally tax-free, but 
antund will chave -totepay a ttax: o£ tb iper ccent per? mone ons thesaneune 
of any foreign securities held in excess of 10 per cent of the fund at 
cost price. The Pension Benefits Act does not put a limit on foreign 
investments. 


The purpose of the investment regulations is to prevent an exces- 
Sive amount of the fund being invested in speculative securities, to en- 
Sure a reasonable diversification of risks, and to prohibit transactions 
involving conflict of interest. 


All investments and loans must be made in the name of the fund or 
plan. Further, no officer or employee of the company and no adminis- 
trator, trustee, employer or union may benefit directly or indirectly 
from any fee, commission or other consideration on account of an invest- 
ment transaction. Pension funds may not be lent to various people, 
including an employer, employee, administrator, trustee, or their wives 
and children, except that an employee's residential mortgage in favour 
of the pension fund is not prohibited. 


Permitted investments are described generally as those which may be 
made by an insurance company under the Canadian and British Insurance 
Companies Act or the Loan and Trust Corporations Act. Those provisions 
are amplified in the Pension Benefits Act regulation (s. 14), primarily 
by setting quantitative restrictions on certain types of investment 
otherwise permitted. 


The fund may invest in any Government of Canada, provincial or 
municipal bonds, without limit as to quantity. The fund may also 
invest in eligible common stocks, being those which have an earnings or 
dividend record of at least 4 per cent for the last five years, subject 
to two limitations: the fund must not own more than 30 per cent of the 
common shares of any one company; and not more than 10 per cent of the 
fund may be at risk with one company, including the company's stock, 
bonds, notes, and other securities. This 10 per cent rule applies to 
securities of the plan sponsor in the same manner as to those of another 
company. 


The fund may invest in real estate and leaseholds subject to the 
following limits: 


- The limit on real estate that meets a certain test of quality is 
4 per cent of the pension fund invested in any one parcel. 


160 


- The limit on income-producing real estate which does not meet 
the test is 2 per cent in any one parcel. 


- The limit on real estate not producing income is 2 per cent of 
the fund in total. 


The regulation also provides some flexibility through a so-called 
"basket clause," which allows the fund to hold a limited amount of 
securities that are not otherwise eligible. The basket may include up 
to 7 per cent of the fund in real estate and leaseholds and up to 7 per 
cent in other ineligible investments and loans. ‘Thus up to 14 per cent 
of the pension fund at book value may be invested in securities that are 
not eligible under the normal rules. 


Investment is allowed in a pooled, segregated or mutual fund or an 
investment corporation, provided such fund or corporation limits its 
investments to those permitted for a pension fund under the regulation. 


Within the investment regulations, employment pension plans have 
wide latitude for selecting investments. Some plans invest entirely in 
equities, some entirely in debt instruments. Some invest directly in 
real estate, while others participate in pooled real estate funds. Some 
have no foreign investments, while others invest around the world, 
Subject to the 10 per cent limitation. 


It is clear to the Commission that the existing framework of laws 
and regulations has not proved constricting for the private pension 
industry generally. Indeed, despite the permissiveness of the rules on 
equity investments, most plans do not invest heavily in stocks. The 
median exposure to equities among funds measured on the A.G. Becker 
(Canada) survey has declined steadily in recent years, from 50.7 per 
cent in 1973 (just before the worst stock market decline in years) to 
39.5 per cent in 1977 (just before the strongest market in years) and 
stood at 37 per cent at the end of 1979. Last year in fact, Canadian 
pension funds were net sellers of Canadian stocks. Capital appreciation 
resulting from a 40 per cent rise in the Toronto Stock Exchange Index 
should have meant an overall large increase in equity exposure; but the 
pension funds' total value in equities held steady during the year. 


There has been some criticism within the industry of the 14 per 
cent limit on "basket clause" investments. Thy paveteu lar tet has 
been alleged that this prevents funds from investing in small Canadian 
businesses. The Commission has seen no persuaSive evidence that the 
cautious approach of Canadian pension funds to equity investments is due 
to regulation. It seems rather to be a mind-set. Whether an expansion 
of the basket clause would mean a vigorous growth in equity investment 
in small companies is questionable; since few funds now make full use 
of the allowable 14 per cent, it is doubtful that a further increase 
would have appreciable overall impact. If funds are reducing their 
exposure to Canadian stocks generally, despite laws which permit them to 
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invest their total assets in Canadian stocks, it is improbable that they 
would be aggressive purchasers of more speculative investments if the 
regulations were eased. 


Most public sector pension plans follow much the same investment 
practices as the private sector. Important variations occur in the 
following plans: PSSF, PSSAF, TSAF, TSF, and OMERS. In the first 
three, the total assets are represented by interest-bearing "Special 
Purpose Accounts" or bookkeeping entries in the accounts of the province 
of Ontario. TSF asséts consist entirely of special non-marketable 
Ontario government debentures. OMERS assets consisted entirely of 
similar special non-marketable Ontario government debentures prior to 
October 1975. At that time the fund began investing some of its assets 
in public markets under the normal rules for pension plan investments; 
but the majority of its assets are still accounted for by special non- 
marketable Ontario government debentures. Investment of public sector 
plans is discussed in detail in Volume VI. 


Timing and investment philosophy will have various effects on 
investment performance, but the investment regulations are sufficiently 
broad’ to permit a range of “approaches. Phe rates of freturneon the 
funds are crucial, since a poor investment return will mean increased 
contributions or reduced benefits. Therefore a concern for the buildup 
of pension assets through good investment performance should be commen- 
surate with a concern for increasing pension liabilities. 


CONCLUSION 


One of the prime purposes of the Pension Benefits Act is to secure 
the pension promise by controlling the setting aside and investment of 
pension plan monies. The limiting factor for the amount of regulation 
required to achieve this purpose has always been that pension plans are 
entered into voluntarily by the employer and may be wound up volun- 
tarily. That limitation is still relevant. However in the last fifteen 
years pension fund assets have grown tremendously. So too has the value 
of the pension promises grown, with improved wage rates and with final 
pay plans in an inflationary climate. As costs begin to mount there 1s 
likely to be increased pressure on business enterprises; and they will 
be forced to seek ways of reducing costs in every area possible, which 
may include pension plans. We see this climate as a potentially danger- 
ous one for the security of pension plans if pressure from business for 
less stringent funding requirements - longer amortization periods, and 
pay-as-you-go adjustments - is not resisted. Therefore the Commission 
has no hesitation in recommending measures which it believes are neces- 
Sary now to ensure pension security in the future. It is better to have 
a weakly funded plan wound up now than to permit employees to rely on 
the promise and to be disappointed, and perhaps seriously prejudiced, in 
retirement. 


LEZ 


RECOMMENDATIONS 
Actuarial Funding Methods 


That the Pension Benefits Act or its regulations be amended to limit the 
choice of actuarial funding methods (as defined in the Appendix to 
Chapter 9) to the following: 


Accrued Benefit - unprojected 

Accrued Benefit - projected 

Level Premium - constant dollar 

Level Premium - constant per cent of salary, entry age normal 
Level Premium - constant per cent of salary, attained age normal 


and that the Aggregate Funding method and all other methods except the 
foregoing be prohibited immediately for all new plans and be phased out 
within a reasonable time for existing plans. 


Tnat the Pension Commission of Ontario designate the plan types for 
wnich each of the permitted funding methods is appropriate. 


Actuarial Valuations 


That the Pension Commission of Ontario establish without delay guide- 
lines for the choice of actuarial assumptions by the actuary for a 
pension plan, directed to: 


a) the appropriateness of the choice of actuarial assumptions and 
their internal consistency; 


b) the incorporation of actual plan experience, where suitable, 
into the construction of tables for mortality and turnover 
raves. 


c) the identification of the inflation rate and other elements 
making up the salary scale and interest rate assumptions and 
requiring internal consistency. 


That the Pension Benefits Act or its regulations be amended to require 
that all actuarial valuations (except for certain plans in the public 
sector) be filed on a triennial basis within six months of the fiscal 
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year end of the plan rather than the present 12 months, and that, if 
necessary for enforcement, suitable penalties for default be introduced. 


That the Pension Benefits Act or its regulations be amended to require 
that all pension plans in the public sector, including the Hospitals of 
Ontario Plan, having assets of $150 million or more, file an actuarial 
valuation annually with the Pension Commission of Ontario within nine 
months of the fiscal year end of the plan. 


That the Pension Benefits Act or its regulations be amended to require 
actuarial reporting in compliance with guidelines set by the Pension 
Commission of Ontario with such guidelines to take precedence over the 
standard now enunciated in Section 4(b)(1) of the regulation. 


Valuation of Assets 


That the Pension Benefits Act or its regulations or its guidelines be 
amended to permit the use of capitalized values for valuing fixed income 
securities only when the following conditions apply: 


(i) the securities are high quality and low risk; 


(214) liguidity requirements of the fund permit the holding of 
such securities to maturity; 


(ii1) those securities held in the fund bearing interest at a rate 
below the actuarial assumed rate be written down in the same 
manner as those written up. 


Solvency Requirements 


That the existing amortization periods now available under the Pension 
Benefits Act of 15 years for initial unfunded liabilities and 5 years 
for experience deficiencies remain unchanged. 
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That the "test valuation" permitted under Regulation 4a. of the Pension 
Benefits Act allowing the notional conversion of an experience defi- 
ciency to an initial unfunded liability for the purpose of determining 
the amortization period for the liability, be phased out by prohibiting 
its use for actuarial valuations for periods ending after the 30th of 
June, 1982, and any experience deficiencies deemed to be initial un- 
funded actuarial liabilities under the test valuation in the past or the 
future up to June 30, 1982 valuations must be liquidated in accordance 
with the current rule, i.e., by an immediate lump sum payment or by 
equal annual payments over not more than 15 years from the valuation 
date as of which they were discovered, and all other experience defi- 
ciencies must be liquidated by an immediate lump sum payment or by equal 
annual payments over not more than 5 years from the valuation date as of 
which they were discovered. 


That the principle of applying the provisions of the Pension Benefits 
Act to all employment pension plans in Ontario, whether in the public 
sector or the private sector, continue, and in particular that there be 
no additions to the initial unfunded liabilities on which interest only 
is payable, permitted to the Province of Ontario for liabilities at 
January 1, 1965 by Regulation 2(13) made under the Pension Benefits Act, 
except as recommended for the Legislative Assembly Retirement Act plan. 


That for plans using a flat benefit design and such other plans as the 
Pension Commission of Ontario may designate from time to time, there be 
such conditions for the making of plan improvements and other changes 
resulting in initial unfunded liabilities, as may be determined by 
regulation made under the Pension Benefits Act, in order to ensure 
adequate funding under the plan for benefits promised from time to 
time. 


Plan Termination 


That the Pension Benefits Act be amended to provide that meaningful dis- 
closure be made to all members of a pension plan individually, advising 
that in the event of a plan termination, whether voluntary or not, those 
benefits which have been promised but which are funded by payments into 
the future may only be payable to the extent they have been funded at 
the date of plan termination. 
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That the Pension Benefits Act be amended to require that upon wind-up of 
an employment pension plan, those persons who have met the conditions 
for normal retirement, or who have taken or are eligible for early 
retirement under the plan at least six months before the date of wind-up 
and are in receipt of or eligible to receive pension payments, or who 
are in receipt of a permanent disability pension under the plan shall 
receive first priority for all basic pension benefits payable to them 

at the date of such retirement, whether or not these have been fully 
funded, to the extent of the assets of the plan. If the assets of the 
plan are not sufficient, these persons shall share rateably in the 
available assets. All other benefits, including any post-retirement 
benefit improvements, shall be payable only to the extent funded and 
shall be subject to the terms of the pension plan and the requirements 
of the Pension Benefits Act as they apply to all plan members. 


That except for the special protection to be provided under the pre- 
ceding recommendation, priorities among members on pension plan wind-up 
be determined by the provisions of the pension plan, and where the 
pension plan does not so provide, then by the requirements of the 
Pension Benefits Act which should be amended to state clearly the 
following classes of priority, each member of the class to receive the 
entitlements stipulated before any allocation to the next following 
class, the members of classes to share rateably: 


a) statutory deferred life annuitants, active and terminated; 
pension benefits to the extent funded; 


b) members vested under the plan provisions, pension benefits to 
the extent funded; non-vested employees, to the extent of 


required contributions; 


c) members to the extent of their additional voluntary 
contributions; 


d) members having other pension benefits to the extent funded; 


e) members having any other benefits: eé.g., bridging supplements 
if not pre-funded; escalated adjustments if not pre-funded. 


That the Pension Benefits Act be amended to create a statutory lien for 
monies deemed to be held in trust by employers under Section 23a) of the 
AGE. | 
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That the Pension Benefits Act be amended to create a right in the 
Pension Commission of Ontario to intervene on behalf of plan members, 
where the employer sponsor of the plan has become insolvent, and to 
enforce the statutory lien to obtain payment into the plan of monies 
deemed to be held in trust for the benefit of the plan members. 


To the extent that such steps in amending the Pension Benefits Act by 
the Government of Ontario are determined to be bankruptcy legislation 
and therefore beyond the legislative powers of the provinces, that the 
Government of Ontario take steps to persuade the federal government to 
create a protected classification under federal bankruptcy legislation 
to protect, 


a) employee contributions which have been deducted and not 
remitted; 


b) employer contributions payable to the date of bankruptcy or 
insolvency. 


That the Pension Benefits Act or its regulations be amended to require: 


a) in the case of money-purchase plans, that employer contri- 
butions be due and payable at the same time now provided for 
employee contributions;, i 


b) in the case of defined benefit plans that employer contri- 
butions be due and payable in four equal instalments to be made 
within 30 days of the end of each quarter of the plan year. 


That no steps be taken at this time to institute plan termination 
insurance or other third party guaranty of benefits promised under an 
employment pension plan. EG : 


That the administration of employment pension plans under the Pension 
Benefits Act have as one of its dominant goals the financial protection 
Of benefits promised to plan members with the emphasis on the degree of 
protection to be increased if the Commission's proposed mandatory plan 
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is not adopted and if membership in a contributory pension plan is not 
made voluntary. 


Funding Post-Retirement Adjustments 


That the Pension Benefits Act or its regulations be amended to require 
that all post-retirement adjustments, whether or not linked in some 
fashion to changes in the Consumer Price Index and which are provided 
for in the pension plan document or out of any supplementary or other 
fund created for that purpose, be funded on the same basis as provided 
in the act for basic benefits under the pension plan, that such require- 
ment be phased in effective for existing plans requiring actuarial 
evaluation from and after June 30, 1982 and that it apply immediately to 
new plans. Any unfunded actuarial liabilities created by this change 
may be treated as initial unfunded liabilities and be amortized over dine, 
years with annual payments to be not less than the annual payout in 
respect of such adjustments. 
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BASIC FUNDING CONCEPTS 


The essential actuarial task involved in the funding of employment 
pension plans has been described as follows by T. Ross Archibald: 


"The primary goal of the actuary is to make certain that the pen- 
sion plan accumulates sufficient funds over the working years in 
order to provide the pension benefits promised to an employee in 
his retirement years. The actuary views his task in the manner 
depicted in Table 1. In general, one can think of the task as 
accumulating sufficient dollars over the working years to buy a 
life annuity for the retiring employee at 65 years of age or at 
whatever retirement date is specified by the company pension plan. 


Table 1 
Essential Actuarial Task 


| 

le = ee accumulate 

| sufficient funds 
| - to buy a life 
| 

| 


| 
| 
| 
| 
| 
| annuity at 65 
| 


| | | | | | 
30 40 50 60a 65" aw/0 80 


Working years Retirement years 


| | 
|Example: pension agreement commits company to pay $17,500 a year| 
| for life from age 65. | 


[Funds required at age 65 to Annual | 
[produce a $1 per year life pension Require funds for| 
[annuity at 6% interest(a) benefit a payment of | 
| | 
| SOs Sl 00 5161, 500 | 


| | 

a Based on 1971 group annuity table and 6 per cent interest. 

SOURCE. Vl wROsssArchibaldy, Bc. A. -bensions Costs and: Liabilities, 
Exhibit DI=1), 


"Thus an individual has a working career with a company spanning 
any number of years up to retirement, at which point in time he 
leaves his employer and in his retirement years collects the prom- 
ised benefits. In the example, we assume an employee, age 30, is 
hired today. After working 35 years, he retires at age 65 and 
becomes eligible for a pension of $17,500 a year for life. The 
mechanical problem for the actuary then is to determine how much it 
would cost to buy a life annuity for those pension benefits at age 


1 agp: 


65. The first step is to refer to the actuarial tables to find the 
cost of a $1.00 life annuity for an individual at 65, given an 
interest rate and mortality assumptions. In this case, the cost of 
a $1.00 per year life annuity at 65 at 6 per cent interest and 
mortality according to the 1971 Group Annuity Mortality Table, is 
Sota 


"Multiplying the $9.23 times the annual pension bencfLiteobesis] 500 
yields the amount necessary to buy a life annuity, or Shae, DOU 
Thus, the essential actuarial task translates itself in this exam- 
ple to one of accumulating sufficient funds over the next 35eyears 
until retirement in order to be able to be in a position to pur- 
chase the life annuity, or to hold the equivalent amount necessary 
to meet the pension benefit obligations to the employee when they 
Paneer. 


"Tt is important to point out that there is no necessity to pur- 
chase a life annuity at 65 in order to assure proper funding. As a 
matter of fact, this is a rare event in large companies. In prac— 
tice, in a large established pension plan, there are contributions 
from employers and employees and earnings of the plan as cash 
inflows, which are counter-balanced by benefits paid out of the 
plan. The real problen for the actuary is to make certain that 
there are sufficient funds available in the plan at retirement to 
pay those benefits on a monthly basis as they mature. Nevertheless, 
it seems easier to conceptualize the problem from the point of 
view of having to accumulate sufficient funds over the working 
years in order to buy a life annuity to provide the pension benefit 
obligations during the retirement years."(1) 


In order to accomplish the essential actuarial task of accumu- 
lating sufficient funds to pay for promised pensions, a wide variety of 
assumptions involving individual judgment are used to determine the 
annual payment required. The amount of the annual payment for the 
promised benefits will also depend on the methods (actuarial funding 
methods) of setting aside the funds for the various types of pension 
plans. Actuaries can use the same actuarial assumptions with the sare 
employment pension plan and membership and produce widely different 
answers for overall costs and liabilities because they are using dif- 
ferent actuarial funding methods. The methods are designed to achieve 
the same result in the long run, i.e., accumulate the necessary pension 
fund by the enployee's age 65. However, the patterns of setting aside 
monies can be very different indeed. 


With each actuarial funding method a "normal contribution" (cur- 
rent service cost) is calculated each year as the amount to be paid 
under the terms of the employment pension plan with respect to that 
particular year's service. In addition, there may be other pension 
liabilities collectively referred to as "supplemental liability," which 
must also be funded, and their treatment can give rise to further sig- 
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nificant differences in funding patterns for a particular employment 
pension plan. 


Supplemental liability is either "initial unfunded liability" 
arising from 


- granting of pension credits for service rendered prior to the 
establishment of the plan; 


- using a normal contribution which is inadequate for the older 
employees who are in service when the plan is established; 


- liberalization (improvement) of plan benefits; 


the changing of an actuarial assumption; 


Or an "experience deficiency" arising from deviation of plan's experi- 
ence from actuarial assumptions, for example, because of lower than 
anticipated investment perfornance or pensioners living longer. 


Unlike the normal contribution which under the Pension Benefits 
Act must be paid each year, supplemental liabilities may be paid over 
time. Initial unfunded liabilities may be paid over 15 years and 
experience deficiencies may be paid over 5 years. Such liabilities may 
of course be paid immediately or over any period shorter than the legal 
maximum. 


Sometimes there is no separate determination of the amount of this 
liability and its funding is provided for simply as a part of the normal 
contribution under an actuarial funding method called Aggregate Funding. 
In most instances there is a separate determination of the amount of the 
supplemental liability. Its amount varies with the particular actuarial 
funding method used and a fair amount of latitude and discretion is open 
to the employer in funding the liability. 


ACTUARIAL ASSUMPTIONS 


Because monies are set aside today to pay future pensions, the 
actuary works with a large number of variables which are considered over 
a long time frame and which are collectively referred to as actuarial 
assumptions. The actuary develops a set of assumptions having regard to 
employee data and considering the plan as a going concern to determine 
the amount of pension promised and how the funds will be set aside. 
These assumptions include the decrements used to estimate the number of 
employees who will eventually qualify for a pension or other benefit, 
economic conditions including salary and interest rates, and social 
characteristics such as retirement age and marital status. 


is 


Decremental Assumptions 


These assumptions determine the probability that an employee 
on whose behalf pension benefits are being credited will continue in 
service to retirement age and thus actually collect a pension. The 
decremental factors working against obtaining a pension are death, 
turnover (termination of employment whether voluntary or involuntary), 
and disability. Separate assumptions must be developed for each of 
these, as in the examples set out in Table 2. 


Mortality 


Mortality rates are used to estimate how many employees Wills live 
until retirement and, as well, how long the employees will draw their 
pensions once they have retired. 


Only in the largest employment pension plans is the number of 
deaths sufficient to be a reliable guide to the mortality of the group, 
in view of which one of perhaps a dozen standard mortality tables is 
nearly always used. Mortality studies are published frequently by 
the professional actuarial organizations and new standard tables are 
constructed from time to time. A study by the Pension Commission of 
Ontario of actuarial valuation assumptions as of October 31, 1978 for 
150 pension plans in its jurisdiction which had 1,000 or more active 
members provides information about tables in use on these 150 major 
plans. 


The most commonly used table was the Group Annuity table for 1951 
known as Ga-51 with a projection or adjustment of mortality rates to 
allow for improvements in mortality since the table was prepared. An- 
nuitys tabhess for 1949751 95i mands Lo71e (thae is, the Ga-1949, Ga-5l, and 
Ga-71 tables) were used without adjustment for several other pension 
plans inathe study.) All cthe tables were derived, from statistics of 
annuitants as opposed to insured lives, except that in two cases the 
1947 Standard Table was employed with adjustments. 


While some of these mortality tables may seem out of date, they 
are not so if they are projected according to the scale of mortality 
improvements published with the tables. Usually the tables have a 
built-in reduction in mortality rates to allow for mortality improvement 
from the date the statistics were collected to the date the table was 
published, as well as a projection scale which enables the actuary to 
allow for improvements beyond the date the table was published, at one 
or more levels. Where the projection scale is not available or is not 
used, the adjustment to allow for mortality improvement is usually made 
by the actuary by an age reduction; for example, by assuming that the 
mortality of those aged 65 in 1990 will be equal to the mortality of 
those aged 64 according to the table. 
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Table 2 
Major Decremental Assumptions and Specimen Rates 


Major Survival probabilities 
Item influencing factors at various ages 


Living to age 65(a) 


Mortality Age, sex At age 30 Ato 
oul 782 

32 S82 

35 #02 

34 202 

At age 35 SO 

At age 40 Ae 

At age 45 = ets) 

At age 60 eo 


Remaining in service to 65(b) 


Turnover Age, sex, occupation, From age 30 739 
length of service Su 44 

SZ - 49 

53 os 

34 Asie: 

From age 35 62 

From age 40 Atop 

From age 45 es 

From age 60 lv 00 


Avoidance of disability 
to age 65(c) 


Disability Age, sex, occupation At age 30 . 86 
an . 86 

52 . 86 

38 . 86 

34 . 86 

At age 35 . 86 

At age 40 . 86 

At age 45 sed 

At age 60 595 


Sources a) 1971 Group Annuity Mortality Table (Males). 
b) Ontario Medium Termination Rates, The Second Report of the 
Ontario Conmittee on Portable Pensions - 1961, zero from 
age 50. 
c) Transactions, Society of Actuaries, 1977, reports of mor- 
tality and morbidity. 


Lye 


In this total process the actuary uses judgment in choosing an 
assumption considered appropriate to the particular employee group. It 
is estimated that the ranges implicit within the various mortality 
tables are such that this choice will probably affect a plan's overall 
costs and thus the contributions required to fund the plan by no more 
than about 10 per cent, half of the effect being due to mortality before 
retirement and the other half due to mortality after retirement. 


Obviously, mortality is influenced by both the age and the sex of 
the particular employee. It is a fact that in our society women live 
longer than do men. For this reason an annuity payable to a woman from 
age 65 costs about 10 per cent more than a similar annuity for a man. 


Turnover 


Turnover rates are used to estimate how many employees will leave 
the company before becoming entitled to pension. They are sometimes 
referred to as rates of termination or withdrawal. 


While the actuary customarily adopts one of a rather limited number 
of standard mortality tables instead of developing a mortality table for 
the particular group of employees in the pension plan, suchan procedure 
is less usual with withdrawal or turnover rates. The reason is that 
turnover varies from industry to industry, from employer to employer, 
from one class of employee to another and from year to year depending 
on economic conditions. Hence, it is impossible to develop a single 
turnover table of wide applicability. 


Nevertheless, a number of tables showing the probability of leaving 
employment other than by death or retirement have been published, 
usually giving a range of rates, for instance the low, medium, and 
high termination rates in the 1961 Report of the Ontario Committee on 
Portable Pensions. ‘These are "select" rates in that the probability 
varies by length of service as well as by age on the premise that a 
short service employee is much more likely to change jobs than ES ati 
employee who has been with the employer for many years. ‘Turnover tables 
with select rates have also been published in the transactions of the 
Society of Actuaries (U.S.) and elsewhere, including termination rates 
under the U.S. Railroad Retirement System which are sometimes found to 
be appropriate for other groups. 


Select rates are not used in our illustration in Table 2. However, 
in Chapter 8 of this report, a study has been made of the degree to 
which pensions are preserved for employees subject to various levels 
of turnover under employment pension plans with different vesting pro- 
visions. In that study five sets of select termination rates were 
examined including high, medium, and low terminations derived from the 
statistics of large eaiployers in Canada and the termination rates for 
males and females in the Ontario public service. This provides a good 
example of the wide range of rates that are commonly experienced. 
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Turnover rates are usually the most important of the decremental 
forces in their impact on the number who reach retirement age. The 
sensitivity of this assumption is demonstrated when one notes that 
in Table 2 at age 30 there is only a .39 probability of remaining in 
service to 65, but this increases over the years so that at age 45 there 
is a .93 probability and after age 60, the table cited assumes there is 
no chance an employee will terminate employment before retirenent age. 


Disability 


Disability rates are used to estimate how many pension plan members 
will not receive regular retirement benefits and, by corollary, how many 
will receive disability benefits if these are available under the plan. 


The disability factor is approximately at the same level of sensi- 
tivity as mortality. However, this could be substantially influenced by 
the occupation of the particular employee group, its sex, composition, 
the manner in which disability is defined, interpreted and administered 
(strictly or loosely), and even current rates of unemployment. 


If the pension plan provides substantial disability benefits, 
assumptions may be necessary as to the chance of disability at each 
age and the mortality applicable to disabled lives. Tables developed 
by life insurance companies are often used with modifications by the 
actuary for this purpose. 


Economic Assumptions 


These actuarial cost factors are based upon broad economic forces 
and reflect predictions of future economic behaviour. The principal 
ones are Salary scales and interest rates, for which typical ranges are 
setyoub in Table. 3. 


Table 3 
Major Economic Assumptions 


Typical 
Item Components assumption ranges 
(Per cent) 
Salary bacon) 
Merit by age 4 CON" 
Productivity HREON 2 
Inflation 2FEO TD 
Interest 4 to 7 
Pure rate Ze tOwS 
Inflation 2n tord 
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Salary Scales 


Salary scales, that is, rates of increases in salary or wages, are 
needed for the many career average plans which use an actuarial funding 
method calling for future earnings projections. There also appears to 
be general agreement among actuaries that salary scales are needed for 
all final pay plans except in the most unusual circumstances. In face; 
this is now a requirement in the recent guidelines of the Canadian 
Institute of Actuaries on Valuation of Pension Plans. 


The salary scale is intended to reflect the anticipated long-run 
effect on earnings of merit increases, productivity gains, and adjust- 
ments for inflation. Typically, the overall rate of growth is assumed 
to fall into the 3 to 7 per cent range, with the components broken down 
as shown in Table 3. 


Merit increases are generally higher early in an employee's career 
than later on. For example, they may be viewed as starting at 4 to 
4.5 per cent annually, and declining with increasing age to zero, So 
that the overall average annual compound rate is of the order of 2 per 
cent. The productivity assumption is not an estimate of total future 
productivity gains in the Canadian economy but an estimate of the part 
of those gains that will find its way into earnings of the particular 
employee group. This assumption commonly ranges between 1 and ZO DEE 
cent. Inflation estimates typically range between 2 and 5 per cent 
annually, recognizing that this is for the long term. 


Based on the foregoing, it would seem unrealistic to be using 
salary scales of less than 4 to 4-1/2 per cent; but a significant number 
of plans are doing so. The previously mentioned study by the Pension 
Commission of Ontario identified 68 plans using salary scales. The 
rates of salary increase assumptions in the last actuarial valuation 
prior to 1978 were available for 64 of these plans, as follows: 


Number Pemmcen et 
Salary scale of plans of plans 
(Per cent) 
iP Upto 8 le 
3 up to 4 18 28 
4 up “to’5 19 30 
5 up -te-6 14 22 
Sus to] 5 8 


The rules of Revenue Canada may have affected the choice of salary 
scale. These rules are designed to protect tax revenues by preventing 
employers from claiming unduly large deductions for pension contribu- 
tions. The department's Information Circular 72-13R6 provides that a 
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salary scale may be used provided it is reasonably consistent with the 
long-term interest assumption and that normally the salary scale should 
not exceed the interest rate. Before February 2, 1979, the department's 
rule was even stricter and the interest rate had to exceed the salary 
scale by 1 per cent or more. It is likely that the differences shown by 
the statistics would be less marked were it not for these rulings. 


Interest Rate 


Interest rate assumptions are often broken into components by the 
actuaries. The pure or real rate of interest is normally assumed to 
range between 2 and 3 per cent annually as shown by past history. To 
illustrate, even though mortgage interest rates are 14 per cent and 
more, lenders do not expect to obtain a real return of 14 per cent on a 
mortgage. Traditionally in the money market they should get 3 per cent 
in terms of purchasing power, but it is necessary for the lenders to 
make adjustments for the rate of inflation that they anticipate. 


Looking at the growth of interest rates and wages over the long 
term, the following table shows the annual averages over several ten- 
year periods: 


Industrial Long-term 


Consumer composite Canada Real growth in 
price index wage index bond yields Wages Canada bonds 
(Per cent) 
1929-193 =o Al 4.14 Vee2 Seoul 
1939-1948 4.29 STe)5) PaceM | Zk -—1.27 
1949-1958 2eIDo Ds 12 3238 3.14 ay fits) 
1959=196¢8 Di lay, 4.56 5230 2.34 32:06 
1969-1978 6.89 Zac 8. 1d e177 Lals 


Thus, real wages have grown at roughly 2 per cent per annum over 
the whole period. The real return on long-term Government of Canada 
bonds has been much more variable, but a rate of 2 per cent is indi- 
cated. However, pension funds are not all invested in Canada bonds. 


McLeod Young Weir's 40 Bond Index is a better index of pension fund 
investment returns than the long-term Canada bond yield, and usually 
produces between 1/2 and 1 per cent higher yield. The 40 Bond Index is 
not used in the table as the series does not go back to 1929. 


These figures support the view that real wages grow at about 2 per 
cent a year and the real return on investments is 2 to 3 per cent. 


Revenue Canada takes the view that the actuary should in some 


circumstances assume that interest rates will exceed increases in the 
Consumer Price Index by at least 2 per cent per annum. The department's 
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Information Circular 72-13R6 requires that when pensions are indexed 
with the Consumer Price Index, the assumptions on inflation and interest 
must be consistent and "normally the latter must exceed the former by 
at least two percentage points." In other words, the real return on 
investments is assumed to be 2 per cent or more. 


The study by the Pension Commission of Ontario of the last actu- 
arial valuation of large plans filed with the Commission before October 
31, 1978 provides information about current practices on interest rates, 
as follows: 


Number Per cent 
Interest rates of plans of plans 
(Per cent) 
4 up to 4-1/2 5 3 
4-1/2 up to 5 21 14 
5 up to 5-1/2 44 29 
5=1/2 Ip tOsG 30 20 
6 up to 6-1/2 34 23 
6-1/2 up to 7 i 5 
i, 9 . 6 


Varying Interest Rates 


Where it seems likely that current conditions applying to one of 
the assumptions will not continue for long, it is possible to use rates 
that change with time, sometimes called select rates. For example, a 
judgment might be made that the interest assumption should be at 7 per 
cent for the next ten years and 5 per cent thereafter. Only one plan 
out of the 150 in the Pension Commission's study used select rates, 
using 8-1/2 per cent for the first 3 years after the valuation date and 
5-1/2 per cent thereafter. 


There 1S a more common way in which two interest rates may be used 
in One set of funding calculations. Instead of assuming that interest 
rates may fall at some particular point in time in the future, it may be 
assumed that one rate is applicable to the pension fund assets relating 
to former employees who are already retired and another rate to the 
assets related to active employees, on the grounds that different time 
periods are involved. Since the average lifetime is likely to be 10 to 
15 years for pensioners but 30 or more years for the active employees, 
possibly in today's economic climate a higher interest rate could be 
assumed for pensioners' assets as opposed to those for active members. 
Indeed the rate for present pensioners might be close to that adopted by 
insurance companies in making annuity quotations, the rate for active 
members being on a much more conservative basis because of the longer 
time frame. 
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Eight of the 150 plans in the Pension Commission's study varied 
their interest rate along these lines, as follows: 


4-1/2 per cent for active, 4 per cent for retired 

5 per cent for active, 6 per cent for retired 

5 per cent for active, 6 per cent for retired 

5 per cent for active, 8 per cent for retired 
5-1/2 per cent for active, 3-1/2 per cent for retired 
6-1/2 per cent for active, 5-1/2 per cent for retired 

7 per cent for active, 5 per cent for retired 

7 per cent for active, 5-1/2 per cent for retired 


It is interesting that only 3 of the 8 used a higher interest rate 
for the assets related to retirees versus those for active employees. 
The other 5 did the reverse, using a lower rate for the retirees, which 
might be appropriate if the employer had chosen to apply excess interest 
on those assets to provide increases in pension payments. 


Canada Pension Plan Ceiling 


In an employment pension plan integrated with the Canada Pension 
Plan an assumption must usually be made as to the Canada Pension Plan 
YMPE (Year's Maximum Pensionable Earnings) in future years. Under the 
present Canada Pension Plan provisions, the YMPE Wil lianerease sateli2—1/2 
per cent per annum until it catches up with the Average Industrial Wage, 
which it will follow thereafter. Hence the YMPE after a few years will 
depend on the rate of inflation and the national growth in real wages. 
It is common to assume that the YMPE will increase 12-1/2 per cent per 
annum for a few years, say until 1985, and will thereafter increase in 
accordance with the salary scale assumption for the individual company's 
plan. However, this is not always the case. 


Social Characteristics 
Retirement Ages 


It is necessary to assume either an average retirement age or a 
series of probabilities of retirement at ages between the earliest 
retirement age and normal retirement age under the plan. Where the 
pension on early retirement is the actuarial equivalent of the pension 
at normal retirement age, it may be acceptable to assume that all em- 
ployees retire at the normal age. Many pension plans, however, do not 
reduce the pension on early retirement by as much as would be required 
on an actuarial basis, so that early retirement may involve extra cost 
to the fund. In these cases the plan would be undervalued if all 
employees were assumed to retire at the normal retirement age. The 
experience of the particular employer will assist in making a retirement 
age assumption, and the employer's opinion should be sought by the 
actuary. 
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If the pension plan permits employees to retire on full pension 
after a period of service, say "30 and out," it could be argued that 
retirement should be assumed for each individual at the age at which 
full pension is first available to him. However this is not necessarily 
the most realistic actuarial assumption nor would it necessarily produce 
the highest liability. Particularly in times of inflation, employees 
may have a strong financial incentive not to retire at the earliest age, 
because postponement of retirement will not only give the employee an 
additional year of credited service (unless of course the employee has 
achieved maximum service already) but will also allow the pension to be 
calculated on a higher earnings base. The higher earnings base comes 
into effect automatically in final pay plans; in career average and 
flat benefit plans a similar incentive to postpone retirement is often 
present since postponement allows the enployee to receive the advantage 
of further pension upgrades. 


The retirement assumption should therefore be based on the actual 
pattern of retirement of the plan members and the likelihood of changes 
in this pattern. Retirement ages may be affected by the employer's 
personnel policies. Account should also be taken of the removal of 
discrimination as to retirement age between males and females and the 
current pressure to abolish mandatory retirement. 


More than half (52 per cent) of the 150 pension plans in the 
Pension Commission of Ontario study assumed retirement at age 65 and 
only sixi4*per=cent) had a-highervager In=25? plans” (17 per cent) 
a lower age was assumed, and in 41 (27 per cent) a graduated scale 
of retirement probabilities was used, which implies that some of the 
employees were assumed to retire before age 65. 


Family Statistics 


If the plan provides survivor benefits, assumptions will be needed 
to enable these benefits to be valued. Assumptions will include the 
proportion married, the relative ages of husbands and wives (wives are 
commonly assumed to be three years younger than their husbands on the 
average), and in some cases the number and ages of children and rates of 
remarriage Of widows and widowers. 


General Principles 


Mention was made of the importance of a correlation between inter- 
esturates andysalary scales and specifically i:of7 looking titomithessame 
inflation component in each. In fact, actuaries tend to regard all the 
necessary assumptions as an interrelated package and believe that the 
relationships between the assumptions may be as important as their abso- 
lute levels. Their requirement is that the assumptions - particularly 
economic assumptions — should be internally consistent. Not only should 
individual assumptions be defensible but the assumptions as a whole 
should be reasonable. 
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Another principle is that the assumptions should be appropriate to 
the particular work-force and the particular type of pension plan. Same 
occupations have traditionally had a high rate of labour turnover which 
is likely to persist in the future, while in others stable employment 
is the rule. In some occupations, enployees tend to retire early and 
in others most employees stay until normal or mandatory retirement. 
Demanding and hazardous occupations often have early retirement ages, 
for instance firefighters and policemen; but in other cases retirement 
ages vary for no clear reason. The pattern of salary or wage increases 
and of promotions to more senior positions also varies from employer to 
employer. In addition, the terms of the pension plan itself can change 
the rates of retirement and termination of employment. Accordingly, 
assumptions should depend on the facts concerning the particular work- 
force wherever possible, although in the smaller plans the information 
may not be statistically significant, so that more general tables must 
be used. 


Third, in valuing a pension plan it is considered as a going con- 
cern and a long-term view is taken in making the necessary assumptions. 
The going concern basis assumes that the plan will continue ii perpe= 
tuity or until every plan member has either terminated employment or 
retired and all payments due to all such members and their beneficiaries 
have been paid out in full. In theory all liabilities which may arise 
in the course of the funding progression will in the long run have been 
discharged. This basis assumes that the employer will continue the plan 
and will be in a financial position to make all the required payments 
into the plan. 


The going concern basis is in contrast to a winding-up basis. The 
winding-up basis acknowledges that the employer may choose to discon— 
tinue the plan at any point in time or may become financially unable to 
make the contributions required under the funding pattern. Then the 
question is whether at the time of winding-up there are sik pverent 
monies accumulated to pay the promised benefits to the extent they have 
been earned to that point in time. A winding-up valuation may be needed 
in some circumstances; for example, if the company is going out of 
business or being taken over, but generally pension plans are funded on 
a going concern basis. 


A fourth principle involves identification of the group for which 
valuations are made. Actuarial valuations are prepared on a "closed 
group" basis with rare exceptions. The "closed group" basis means the 
costs and liabilities and contributions are worked out for all present 
plan members only, without taking any account of future entrants to the 
group. In an ongoing plan, future entrants are generally younger than 
present staff and require lower contribution rates, so it is usually 
conservative to ignore them. 


An exception to the "closed group" approach is the dynainic or 
open group valuation which employers sometimes have done to provide 


185 


additional information about future costs, funding obligations, and cash 
flow of the pension fund. Also, social security plans of government are 
often "valued" using the open group principle. 


ACTUARIAL FUNDING METHODS 


A great variety of actuarial funding methods are possible in 
theory; while many of them are used in Ontario, six are dominant. The 
vast majority of employment pension plans in Ontario use these six 
methods, although this is not readily apparent to the layman because 
some of the methods are known by several different terms and some of the 
terms are used interchangeably. Table 4 sets out these six methods by 
the names under which the Commission has chosen to discuss them in this 
chapter, the terms by which they are commonly known, and the plan types 
for which they are commonly used. 


Table 4 
Leading Actuarial Funding Methods in Use in Ontario 


Plan types where used 


Terms in Flat Career Final 
Name of method common usage benefit average pay 
Accrued benefit 
—- unprojected (Single premium, X X 
(Uni tscredit 
— projected (Accrued benefit, x 
( 


Unit benefit 


Level premium 


- constant dollars (Level premium Xx 

- constant per cent (Entry age normal, X X 
of salary, entry (Entry age level 
age normal premium 

- constant per cent (Attained age normal, X X 
of salary, attained (Attained age level 
age normal premium 

Aggregate funding Aggregate funding X X 


Funding methods fall into two broad classes: accrued benefit 
methods and level premium methods. Under the accrued benefit methods, a 
unit of pension benefit is associated with each year of the employee's 
service and is paid for or purchased outright by the annual normal 
contribution. Under level premium methods, the benefits are projected 
through to retirement and the costs are determined as a level dollar 
amount or percentage of pay over the total career or remaining career of 
the employee. Level premium methods are more like instalment payment 
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plans in that the total cost of the eventual pension to be earned for 
all years of service, past and future, is first calculated and then 
equal annual instalments to pay for it are calculated. 


To illustrate how very different the results of the various actu- 
arial funding methods are with each of the three different plan types, a 
series of examples was developed for an individual aged 33 joining a 
company and its non-contributory employment pension plan which operates 
under the decremental assumptions set out in our earlier Table 2. Since 
the key distinguishing feature of the aggregate funding method is that 
the supplemental liability is zero or arbitrary, this method was omit- 
ted from the following comparisons. A later example will assume a 
supplemental liability, essentially consisting of a liability for past 
service, so that the contrast in results under aggregate funding may be 
shown there. 


With each actuarial funding method two key values are developed - 
the normal contribution and the actuarial liability. The normal contri- 
bution as described earlier is the amount, on the basis of the actuarial 
funding method that has been chosen, that should be paid in respect OL 
the current year of service. The actuarial liability is the amount of 
money that should be on hand for the plan to be fully funded under the 
Pension Benefits Act by the use of the funding method at a particular 
point in time. It is the sum of all normal contributions which shouid 
have been made to that point and any supplemental liability, reduced by 
any benefit payments that have been made, all with interest earned 
thereon and the "benefit of suvivorship." (Benefit of survivorship 
arises because contributions are made for all employees but go to pro- 
vide pensions only for those who survive to retirement. ) 


Flat Benefit Plan 


This plan, in our example, provides a pension of $500 a year for 
each year of service. The interest rate assumption is 6 per cent 
per annum. For an employee starting at age 33 and working to normal 
retirement age of 65, the pension benefits starting at age 65 will 
be $16,000 a year. Values under the two different actuarial funding 
methods applicable are shown in Table 5 (assuming that no benefit is 
paid in the event of death, disability, or termination) for each of the 
first three years of service and at five year intervals thereafter. 


Tne wide difference in the funding patterns is readily apparent. 
The normal contribution under the Accrued Benefit - unprojected method 
WaIS265 in’ thesfirst year) or service ,0re30) per’ ‘cent’ of sthe normal 
contribution of $880 under the Level Premium - constant dollar method, 
then it rises to virtually the same amount at aye 44 and by age 64 it is 
nearly five times as much ($4,219 vs. $880). 
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The total charge against the employer's earnings statement, or 
overall payments by the enployer, varies significantly under the two 
methods. If we were to add up all the normal contributions over the 32 
years they would total $50,260 under the Accrued Benefit - unprojected 
method and $28,160 under the Level Premium - constant dollar method. 
The difference of course is made up by extra interest earnings in the 
pension fund under the Level Premium —- constant dollar method due to the 
larger contributions in the early years which build to a larger fund 
under investment at every age. 


The actuarial liability at end of year in Table 5 shows the money 
which should be in the fund at the end of each year of age under each 
method so that the plan may be said to be fully funded. Since the Level 
Premium - constant dollar method consistently calls for a larger fund to 
be on hand and available to meet pensioners' claims, it is the more 
conservative method of the two. 


Table 5 
Actuarial Funding Methods for Flat Benefit Plans 


Accrued benefit Level premium 
— unprojected - constant dollars 
Normal : Normal 
contribution Actuarial contribution Actuarial 
paid at liability paid at liability 

beginning at end beginning at end 

Age of year of year Of year of year 
(Dollars) 

Sie} 265 306 880 ty, O16 
34 306 700 880 ay LO 
S35 350 eo 880 3,454 
40 613 5,400 880 INAS te! 
45 956 13; 491 880 24,052 
50 1,430 2777982 880 41,081 
5D 2,029 50, 388 880 64,230 
60 By OOS OV SO. 880 101,240 
64 ale AES) 147,626 880 147,626 
Annual pension 
provided with annuity 
rates at 6 per cent 16,000 16,000 


Career Average Plan 
This plan in our example provides a pension of 2 per cent of salary 


for each year of service. The employee's first year salary is $10,000 
which is assumed to increase 5 per cent every year. The interest rate 
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assumption is 6 per cent per annum. For an employee starting at age 
33 and working to normal retirement age of 65, the pension benefits 
Starting .2trage 65 will be $15,060 a year. Values under the three 
different actuarial funding methods applicable are shown in Table 6 
(assuming that no benefit is paid in the event of death, disability, or 
termination, as before) for each of the first three years of service and 
at five-year intervals thereafter. 


The difference in the funding patterns under the Accrued Benefit - 
unprojected method on the one hand and the two level premium methods on 
the other is very marked. Under the former, the normal contributions 
rise very rapidly with age whereas under the latter they represent a 
level percentage of payroll, although under Level Premium - constant per 
cent of salary, entry age normal there is an extra contribution in the 
first fifteen years against the payment of the supplemental liability. 
This arises from the employee in the example entering the plan at age 33 
compared to an assumed entry age of 30 for the plan as a whole. 


The contribution under the Accrued Benefit - unprojected method is 
S106 in *thesfirst year of service, or only some 20 per cent of the 
payments required under the two level premium methods; it then rises to 
virtually the same amount as the other two methods at about age 47 
and by age 64 it is 3-1/2 to 4 times as much as the other two methods 
($7,659 vs. $1,892/$2,255). The changes in terms of per cent of salary 
are even more dramatic, with Accrued Benefit - unprojected ranging from 
1.06 to 16.88 per cent, while Level Premium - constant per cent OL 
salary, entry age normal ranges from 5.42 per cent down to 4.17 per cent 
and Level Premium - constant per cent of salary, attained age normal 
remains constant at 4.97 per cent. 


The differences between the two level premium methods, namely entry 
age normal and attained age normal, are much smaller; but of course the 
difference between the assumed entry age and attained aye is only 3 
years in our example. The former has a lower normal contribution (4.17 
per cent of payroll as against 4.97 per cent of payroll) but has to -pay 
off a supplemental liability. Taking all payments together the entry 
age normal method pays 9 per cent more in the first year and ROouperecent’ 
less after the 15th year. 


As for the actuarial liability, the results again differ markedly. 
The level premium funding methods are seen to be much more conservative 
than the Accrued Benefit - unprojected method in that they consistently 
Call for mich larger funds tosbe ecnoshand. = Of the two level premium 
methods, entry age normal is the more conservative and requires the 
largest payments in the early years, yet it would also show by far the 
largest unpaid or unfunded actuarial liability in those years because of 
the supplemental liability developed at the outset under this method. 
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Final Pay Plan 


This plan, in our example, provides a pension of 1 per cent of 
average annual salary for the last 5 years times years of service. The 
employee's first year salary is $10,000 which is assumed to increase 5 
per cent every year. The interest rate assumption is 6 per cent per 
annum. For an employee starting at age 33 and working to retirement age 
of 65, the pension benefits starting at age 65 will be $13,203 a year. 
Values under the three different actuarial funding methods applicable 
are shown in Table 7 (assuming that no benefit is paid in the event of 
death, disability, or termination, as before) for each of the first 
three years of service, each of the last five years of service, and at 
five year intervals in between. 


The Accrued Benefit method used for this plan is on the projected 
basis rather than the unprojected basis used in the Career Average Plan. 
The variance from the level premium methods is therefore not as great in 
this plan as it was in the Career Average Plan. Nevertheless, the 
nomnal contribution here starts out at 2.19 per cent of salary at age 
33, is approximately the same as the two level premium methods at age 45 
at 4.39 per cent, and then ranges up to 7.67 per cent at age 64 whereas 
the level premium methods stay flat at 3.86 per cent (plus amortization 
payments) and 4.36 per cent respectively. 


Again the most conservative of the three methods is Level Premium - 
constant per cent of salary, entry age nomnal. 


UNDERSTANDING THE DIFFERENT ACTUARIAL FUNDING METHODS 


To understand the reasons for the variety of actuarial funding 
methods and the pros and cons of each, the Commission analyzed each of 
the dominant methods using the previous examples to understand how the 
actuaries calculate the nomnal contribution and the actuarial liability 
under these methods. 


Our examples of actuarial calculations are of a highly simplified, 
basic type, ignoring such complicating factors as the possibility of 
obtaining disability benefits or retiring early, guaranteed terms at 
retirement, surviving spouse provisions, terminating employment with 


partially vested benefits, etc. They are not intended in any way to 
convey the full complexity of the actuarial task. 


The use of one individual is not entirely appropriate either. 
The accrued benefit funding methods develop contribution amounts for 
individual employees and sum them but the level premium methods usually 
sum the individuals' actuarial factors and develop contribution amounts 
only on a group or collective basis. Also, the situation or pattern of 
funding for an individual will rarely be indicative of the overall 
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Situation or position of an entire plan which is made up of members of 
widely varying ages and service. 


It should also be noted that the calculations to determine the 
payments that are needed to support a pension fund are, with very few 
exceptions, made on a closed group basis. The costs are worked out for 
all present plan members assuming that there will be no future entrants 
to the group. As future entrants are generally younger than present 
staff and require lower contribution rates it 1s conservative to ignore 
them. Employers sometimes have cash flow studies made on an open group 
basis to investigate how the fund will operate in the long term but the 


actual payments assume a closed group. 


Nevertheless, our examples permit a description of the mechanical 
task of the actuary and some insight into the features and limitations 
of various actuarial funding methods. 


Accrued Benefit - unprojected 


The steps in the calculation of the normal contribution of $265 in 
our 33 year old employee's first year of service in the Flat Benefit 
Plan example are as follows: 


1. The pension benefit earned by the employee for that year's 
service is $500 a year, payable commencing at age 65 for life. 


2. $9.23 is needed at this employee's age 65 to buy a $1 a year 
life annuity at 6 per cent interest and mortality according 
to the 1971 Group Annuity Mortality Table. This annuity 
commencing immediately at nomnal retirement age, e.g. 65, 1s 
important in valuing the benefits of active employees. ‘Two 
assumptions are reflected in it: the probability of survival, 
usually taken from the same mortality table used for active 
employees, and a rate of interest for discounting expected 
future pension payments, usually the rate assumed to be earned 
on assets of the pension fund. ‘Thus, the annuity factors allow 
for the length of life and for interest rates. 


3. $4,615 is needed at this employee's age 65 to buy a $500 a year 
annuity, or pension payable commencing at age 65 for life. ‘he 
Calculation 1s: $9223 «$500. 


4. This sum of $4,615 can be accumulated by the employee's age 
65 by investing $715 today, at the employee's age 33, for 32 
years at the actuarially assumed rate of 6 per cent interest, 
compounded annually. The calculation is to discount the $4,615 
to today's values by applying a factor of .155 for 32 years at 
6 per cent: 
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5. There is no certainty that this employee will remain in service 
from age 33 to age 65 to collect this pension. According to 
our decremental assumptions in Table 2, the survival probabil- 
ities for this employee at age 33 are: 


Living to age 65 Rio 
Remaining in service to age 65 a6 
Avoidance of disability to age 65 - 86 


The chance of this employee remaining in service to age 65 is 
Ehecretore onl yii( :82sxwy53) Xe. $6) 10K J pe eee eam ie normal 
contribution for this employee this year is therefore $715 x 
.37 orf $265 (as shown in Table 5). 


Tne way actuaries in principle compute this value is to multiply 
the dollar value at retirement of the benefit earned for the year's 
service ($500) by a deferred life annuity factor which is the actuarial 
present value, at the employee's age, of $l a year payable from age 65 
for life. The deferred life annuity factor takes account not only of 
interest but also of the probabilities of surviving in service. 


The deferred life annuity in this example would be: 


Cost of Sl/year life annuity at employee's age 65, at 6 per cent - 
$9.23 times 


Discount factor of years to employee's age 65, at 6 per cent - 
155 times 


Probability of surviving in service to age 65 - 
.37 equals 


Deferred life annuity of .529 


Hence the value to an employee age 33 of a pension of $1.00 a year 
payable from age 65 if he remains in the employer's service to age 65 is 
$5.29. The calculation of the normal contribution is therefore $500 
times .529 or $265. 


In the employee's second year of service, the deferred annuity 
factor is .612 and the value or the normal contribution is $306 ($500 x 
OZ ys 


We notice that even though the amount of pension benefits earned 
each year is the same, the normal contribution must increase year by 
year as there is less time left to earn interest and the probability 
of surviving in service keeps increasing. This is well confirmed in 
the figures in Table 5. It is obvious that this method would produce 
mounting total contribution rates if the work-force is aging, which 
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could cause difficulties for an employer in terms of increasing cash 
demands to provide for pensions. 


The same approach is used in calculating the actuarial liability 
except that the dollar value at retirement of benefit earned is 
cumulative rather than for a single year. Thus the actuarial liability 
for this employee at the end of one year's service was calculated at 
$306. This is the first year's normal contribution plus one year's 
interest plus the "benefit of survivorship" (see below) as follows: 


e500)/* year™x .612. 


Tne actuarial liability at the end of two years' service was calculated 
at $700 as follows: 


o1,,000 7 “year x. 700: 


This figure is not the same as the normal contributions for the first 
two years plus earned interest which total $622 as follows: 


Normal contribution in first year $265 
Interest thereon at 6 per cent (2 years compounded) te: 
Normal contribution in second year 306 
Interest thereon at 6 per cent 18 
Total $622 


The difference of $78 is attributed to "the benefit of survivorship 
in service," which is an actuarial concept meaning that the benefit 
of those employees who are assumed to survive and remain in service 
to normal retirement age will be provided in part by the non-vested 
contributions, plus interest, made in respect of those employees assumed 
to die or withdraw before normal retirement age. (2) 


The "benefit of survivorship" arises because equal contributions 
are made for all employees of the same age and salary, some of whom will 
work through to retirement and some of whom will die or terminate with- 
Out benefit. The total contributions for the group are calculated to be 
sufficient to provide the pension for those who reach retirement age. 
Thus the contribution rate is an average, allowing for the probability 
of receiving or forfeiting the pension. ‘The contributions of those who 
leave are reallocated among those who stay. It is this reallocation of 
forfeited contributions that constitutes the benefit of survivorship. 


Tne benefit of survivorship can be a very important item since many 
employee groups are mobile with high probabilities of terminating em- 
ployment. In our example, the chance that an employee age 30 will 
live and stay in service to age 65 is only 37 per cent. Thus the 
contributions that are made for 100 employees age 30 will go to the 
benefit of only 37 employees. Next year the contributions made at age 
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31 will eventually benefit only 41 per cent of the employees at that 
age. To show the total effect, when this same employee is age 50 the 
actuarial liability will be $27,582 and the benefits of survivorship on 
the given assumptions will be about 20 per cent of the total. 


This Accrued Benefit - unprojected method can also be used for 
career average plans. The formula for calculation of the normal con- 
tribution is the very same as before and the only thing that changes 
is the amount of benefit earned by the year's service. In our exam- 
ples, instead of earning $500/year for each of the first two years of 
service, our employee earns benefits of $200/year in the first year 
(2% x $10,000) and $210/year in the second year (23 x $10,500). ‘The 
calculation of normal contributions which appear in Table 6 is as 
follows: 


Year 1 - $200/year x .529 
Year 2 - $210/year x .612 


$106 
20 


Tne increase in the normal contribution in the employee's later 
years is even steeper with a career average plan than within a flat ben- 
efit plan because there is an extra factor which automatically ensures 
it, i.e., the benefits earned in succeeding years are always climbing as 
the salary base on which they are calculated keeps climbing. 


The formula for calculating the actuarial liability is again the 
same as before except only for different amounts of benefit earned. 
Tous the actuarial liability for this employee is calculated as follows: 


End of Year 1 - $200/year x .612 
End of Year 2 - $410/year x .700 


SS 
$287 


Once again we see the powerful effect of interest and benefit of 
Survivorship, since the total contributions paid are only $235, or $256 
including interest. 


Accrued Benefit - projected 


The Accrued Benefit - unprojected method cannot be used for sound 
financing of a final pay plan because the pension earned each year 
cannot be taken as 1 per cent of the salary in the year. If it were, 
the total of the pension units would not add up to the pension at re- 
tirement according to the plan formula. They would simply add up to a 
career average pension rather than a final pay pension. The pension 
benefit earned each year could be defined in several arbitrary ways, but 
logically should be calculated in relation to the employee's expected 
salary in the five years just before he retires. Salary projections 
must therefore be made and this is why the Accrued Benefit - Projected 
Method must be used. (3) 
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Apart from the projection of salaries to determine the pension ben- 
efit earned in a particular year, the Accrued Benefit -— Projected method 
works exactly the same way as the Accrued Benefit - Unprojected method. 


With the example of the 33 year old employee's first year of 
service in our final pay plan, the first step would be to project salary 
through to age 65 as is shown in Table 7 and calculate the eventual 
pension to be earned. The pension is 1 per cent of the average annual 
salary for the last 5 years - ages 60 to 64 inclusive - times the total 
number of estimated years of employment, that is, 1 per cent of $41,259 
times 32 years, or $13,203 a year. 


Under this funding method, each year of service is considered 
to earn a pension of 1 per cent of that year's salary, increased in 
the ratio of the last five years average salary to the current year's 
salary. If the actual salary increases are exactly equal to the assumed 
salary scale, this means that the pension earned each year is the total 
pension divided by the years of employment (i.e., $13,203 divided by 
32). This method is therefore sometimes called the Accrued Benefit - 
constant dollar benefit method. In practice, actual and assumed sala- 
ries are rarely equal, but in our example they are. Accordingly, the 
unit of pension purchased is a constant $413 each year. 


The rest of the calculation of the normal contribution follows the 
same formula as before: 


S4l3/year x .529 = $219 


In the second year of service, on the basis of our example the pension 
to be purchased would again work out to $413 a year. The normal contri- 
bution would be: 


$4l3/year x .612 = $253 


It is worth noting that the benefits actually earned in a final pay 
plan - as in a career average plan - are always climbing in succeeding 
years as the salary base on which they are calculated keeps climbing. 
However, use of the projected version of the Accrued Benefit method for 
a final pay plan has the effect of smoothing out its contribution rates 
over the years. ‘This can be seen from Tables 6 and 7 where the normal 
contribution of the Career Average Plan ranges from 1.06 per cent of 
salary to 16.88 per cent while the Final Pay Plan ranges from 2.19 to 
only 7.67 per cent. 


The Accrued Benefit - projected method is a more conservative 
funding method than the unprojected version. The same factors are used 
in calculating the actuarial liability here as for the Accrued Benefit - 
unprojected method, but the factors are applied to higher amounts of 
pension, namely pensions based on earnings at retirement rather than 
earnings at the employee's present age. 
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Level Premium -— constant dollar 


Level premium methods work very differently from accrued benefit 
methods. Under accrued benefit methods a specified amount or 
unit of pension benefit is associated with each year of the employee's 
service and it is to be paid for or purchased outright by the annual 
normal contribution. Level premium methods, on the other hand, are more 
like instalment payment plans in that the total cost of the eventual 
pension to be earned for all years of service, past and future, is 
first calculated and then equal annual instalments to pay for it are 
calculated. 


The steps in the calculation of the normal contribution for our 33 
year old's first year of service in the Flat Benefit Plan using the 
Level Premium - constant dollar method are as follows: 


1. The pension to be earned for 32 years of employment - from age 
33 to age 65 — will be 32 x $500 or $16,000 a year. 


2. The deferred life annuity factor for an employee age 33 is 
-529, as in our earlier example. The value at age 33 of the 
pension of $16,000 a year is therefore $8,464, i.e., $16,000 x 
.529, “This $8,464 may bemthought ofeas the totals cost at age 
33 of the eventual total pension; in other words, the lump sum 
amount which if invested at the employee's age 33 at 6 per cent 
interest compounded annually and with benefit of survivorship 
will produce the funds needed at the employee's age 65 to 
provide for the pension thereafter of $16,000 a year. 


3. The present value of a "temporary eamployment based annuity" of 
Sl per year for an employee age 33 is $9.62. This annuity by 
definition is assumed to be paid at the beginning of each year 
that the employee is alive and still at work. Its present 
value reflects the probability that the employee will survive 
in service from year to year all the way to retirement (the 
same probabilities as used in developing the deferred life 
annuity factor) with the annuity payments being discounted back 
to the employee's age 33 at the actuarially assumed rate of 
interest. 


4. Since a temporary employment based annuity of $1 per year from 
age 33 has a present value of $9.62 and the present value of 
the total eventual pension is $8,464, a payment of $880 per 
year ($8,464/S9.62) from the employee's age 33 is needed to 
provide the fund ultimately required at age 65. This payment 
of $880 per year is the normal contribution to the pension fund 
and this annual payment once established is a dollar amount 
which does not vary with the employee's income or age. 
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Level premium funding methods may be characterized as instalment 
payment plans taking into account the probability of a pension becoming 
payable at retirement as well as accumulated interest and taking into 
account the probability that the pensions will be received. The con- 
stant dollar method sets a fixed dollar amount for every instalment. 
The other methods sets a fixed per cent of pay for every instalment. In 
both cases the instalment payments paid so long as the employee is in 
service with interest will contribute on average the pool of capital 
needed at the employee's age 65 to provide his or her pension. 


Level Premium —- constant per cent of salary, entry age normal 


This 1s a widely used method for final pay plans. The calcula- 
tions under entry age normal and other level premium methods, including 
Aggregate Funding, may be made separately for each individual, but more 
usually a weighted average percentage of earnings is calculated which 
applies to all members of the plan. 


Under this method, there is no attempt to specify the pension 
benefit earned for a particular year of service. The eventual total 
pension to be earned for all years of service of a typical new entrant 
is calculated from the formula in the plan for pension benefits. The 
total cost of this pension is then determined and spread evenly as a per 
cent of salary over all years between the employee's age at entry into 
the plan and age at normal retirement. Sometimes the employee's actual 
age of entry into the plan is used but usually the assumed entry age is 
the average for all employees or is chosen having regard to the ages of 
recent recruits and the prospects for the future. we first consider an 
assumed entry age of 30 and a single employee who in fact entered at 
that age with a salary of $8,638. Salary at age 30 is assumed to be 
$8,638 in order to be consistent with a salary of $10,000 at age 33 and 
Our assumption that salaries increase at 5 per cent per annum. 


The steps in the calculation of the normal contribution under the 
Final Pay Plan for our 30 year old employee's first year of service are 
as follows: 


1. The pension to be earned by a new entrant at age 30 for a total 
of 35 years of employment - from age 30 to age 65 - will be 35 
x 1% x $41,259 (being the last five years average salary), that 
is, a pension of $14,441 payable from age 65 for life. 


2. The deferred life annuity factor for an employee age 30 is 
calculated in exactly the same manner as described above for a 
33 year old employee. The deferred annuity factor is .324. 
(Annuity valuerate6 574S9223)'x discount forvsinterest .130 x 
probability of surviving in service .27). 


3. The value at age 30 of the pension of $14,441 is $4,679 (that 
is7ssl4,4410x 2324): 
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4. The value of a temporary employment based annuity of 1 per cent 
of annual salary is 13.98 per cent of salary at age 30. 


5. Accordingly, a 1 per cent contribution annuity has a present 
value at age 30 of 13.98 per cent of the salary of ofolr felekes 1016 
SP e208: 


6. If al per cent contribution annuity is worth Si, 2037 sehen 
3.86 per cent contribution annuity is worth $4,679, which is 
the present value of the pension per step 3 above. Hence 3936 
per cent of salary is the normal contribution for a new entrant 
at age 30. 


Thus in a entry age normal calculation the normal contribution for 
this employee who entered at age 30 would each year be 3.86 per cent of 
salary in the year. The liability for the employee woud sbes zeLorat 
the entry date and in the following years would be represented by the 
contributions with interest and with benefit of survivorship, (adjusted 
for actuarial gains or losses, if for example the employee's salary rose 
at a different rate from that assumed). 


The results are different where an employee enters the plan above 
the assumed entry age, Say age 33. The normal contribution is by 
definition the same percentage of salary as if he or she joined at age 
30, but there is a supplemental liability at the date of joining even 
though there is no past service. In general terms, the values are 
determined as follows: 


1. The pension to be earned by an employee who enters at age 33 is 
BQExel ix 419259 or els7Z203- 


2. The deferred life annuity factor at age 33 is .529 so that the 
present value of the pension is $6,984 (that is, $13,203 times 
OO). 


3. The value of a temporary employment based annuity of 1 per cent 
of annual salary in all years from age 33 to age 65 is 16.09 
per cent of salary at age 33. Since,the salary at age 33 is 
$10,000 the present value of 1 per cent of annual salary is 
= 170098 


4. The entry age normal contribution rate is 3.86 per cent for all 
employees in the plan. Hence we find that the present value of 
all the future normal contributions for the employee age 33 is 
Sy COex Io pOUIHOL S6,721N5 


5. As the total value of the pension to the employee is $6,984 
(item 2) and the value of the normal contributions is $6,211 
(itema4) there) isha deficiency of (S77#eswhichtis ereated im- 
mediately when the employee joins the plan at age 33. The 
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reason is of course that a contribution rate appropriate for an 
employee at age 30 is not sufficient for an employee at age 33. 
This deficiency constitutes a supplemental liability which must 
be paid off by equal annual instalments over 15 years or less. 
(In the more accurate calculation in Table 7 the liability 
is found to be $801, which is liquidated by 15 equal annual 
payments of $78 each.) 


In addition to the supplemental liability arising from entrants 
at higher than the assumed normal entry age, there may be a further 
Supplemental liability if the plan awards pensions for past service when 
it is established, or if the benefits are subsequently increased. 


In subsequent years, the normal contribution is not changed from 
3.86 per cent of payroll unless there are significant changes in the 
actuarial assumptions (including the entry age assumption) or in the 
plan provisions. The actuarial liability is determined by calculating 
the then present value of the employees' eventual pension benefits and 
subtracting the value of normal contributions for future service at 3.86 
per cent or at the amended rate on estimated future payrolls. If plan 
improvements have been made in the interval, the supplemental liability 
related to them requires a valuation of the plan as it was before and 
after the amendments. 


A change in actual average age in the work-force which is such an 
important factor in accrued benefit methods is not so critical with the 
entry age normal method. Under this method the actuary must watch how 
the actual entry age of new members compares with the assumed entry age. 
When it is higher, as age 33 is in the example, it creates an instant 
supplemental liability and the effect is to pay off a portion of the 
pension cost over 15 years instead of 32. When it is lower, say age 25, 
the value of normal contributions exceeds the value of the individual's 
pension, since contributions calculated at age 25 would be lower. If 
the assumed entry age has been properly chosen, there will be some 
employees entering earlier and some later, so that the net difference 
will be small. 


If new employees join the plan at or near the assumed age and the 
Other actuarial assumptions are realized, entry age normal method offers 
the advantage that the normal contribution will be a constant percentage 
of the payroll of the plan members as we saw in Tables 6 and 7. A 
current example of how this helps employers avoid an increase in pension 
contributions is seen in the Ontario teacher's plan, the Teachers' 
Superannuation Fund (TSF). Declining school enrolments are forcing 
cut-backs in spending and teacher positions as well as fewer hirings 
of new teachers. It seems inevitable that the average age of plan 
members will rise, but since the TSF uses the entry age normal method 
for funding, the normal contributions are likely to stay at their former 
level as a percentage of payroll as long as there are not significant 
Changes in plan provisions or actuarial assumptions. 
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Level Premium - constant per cent of salary, attained age normal 


The attained age normal method is similar to the entry age normal 
method except that the normal contribution is based on the actual at- 
tained ages of the employees when the plan commences as opposed to 
an assumed entry age. Any supplemental liability is strictly related 
to actual past service credited to the employees and the normal con- 
tribution when the plan comes into force is expressed as the constant 
percentage of salary of plan members which will pay for the pensions in 
respect of their future service. 


The attained age normal method is perhaps a more natural choree 
than entry age normal when a pension plan is established, since the 
supplemental liability is strictly related to the actual past service of 
the employees and the normal contributions theoretically cover the 
liability for service after the effective date of the plan. ‘Thus norinal 
contributions start at a relatively high level and tend to come down (as 
a percentage of payroll) as new entrants join who are younger on average 
than the starting group of employees. 


The arithmetical steps have not been given in detail for this 
method. As shown in Tables 6 and 7, the normal cost is slightly higher 
but there is no supplemental liability in our example to be liquidated. 


Aggregate Funding 


Aggregate Funding is very similar to the attained age normal method 
and confusion of these names often occurs. The essential difference 
between the two methods is that under aggregate funding supplemental 
liabilities, regardless of their origin, are included in determining the 
normal contribution (with a few exceptions discussed under below). 


Thus at any actuarial valuation date the normal contribution as a 
percentage of payroll is found by subtracting the assets from the total 
actuarial liability for all past and future service and dividing by the 
value of al per cent temporary employment based annuity. The excess of 
the total actuarial liability over the assets at each valuation is paid 
for by contributions which are the same percentage for all employees. 
The purpose of the actuarial valuation is principally to determine the 
new percentage rate of contribution (or instalment payment rate) needed 
to support the benefits. 


This funding method is illustrated by the following example with 
the same final pay plan described before, but assuming that when the 
plan is started there is only one employee, age 40, with 7 years of past 
service. The steps in the calculation of the normal contribution of 
$939 under this method are as follows: 


1. The pension to be earned for 32 years of service under the 
final pay formula is $13,203 as in previous examples. 
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2. The deferred life annuttystactoreatiages40) 1s 1.228, so. that 
the value of the pension is $16,213 (that is, $13,203 x 1.228). 


3. A temporary employment based annuity at age 40 of 1 per cent of 
Salary has a present value of 17.282 per cent of salary. 


4. Since the salary at age 40, consistent with previous assump- 
tions, is $14,071, the value of a1 per cent temporary employ- 
ment based annuity is $2,432. 


9- Accordingly, the contribution rate required for aggregate 
BUnGINGMISe leper Cent x'$16,213/S2/7432"6r 6.67" per Cent “of 
payroll. 


Oca viet fibsiayears “Contribution is'6.67) percent oF the first 
Vedres- Salary)-o14) 071, “that 18*S939. 


In effect the Aggregate Funding method allows the cost of past 
service pensions to be written off in a different manner from that 
provided under regulations of the Pensions Benefits Act. The latter 
requires such liabilities to be liquidated by equal annual instalments 
Over not more than 15 years. The Aggregate Funding method spreads the 
payments over the period from the employees' attained ages to age 65, 
1.e€., Over 25 years instead of 15 years in our example here. Moreover 
the payments would be expressed as a percentage of salary of all plan 
members. Thus the payments would tend to rise as salaries rose but tend 
to fall as members retired or died or terminated. In some cases the 
funding would be less rapid than contemplated by regulation, in other 
cases more. The contributions would of course be redetermined at each 
actuarial valuation date. 


Considering total costs, Aggregate Funding can be a conservative 
method in a continuing company, since contributions are made for new 
entrants at the same cate as for ithe existing group. ‘The initially 
established rate, for a mature group of employees and including past 
service costs, would be applied to a new entrant even though a lower 
rate might well suffice for his benefit. At the succeeding valuations 
the contribution rate would be redetermined and would probably be 
reduced. 


In practice, the Aggregate Funding method sometimes recognizes a 
Supplemental liability for past service credits when a pension plan is 
established or if there are major amendments. The Aggregate Funding 
principle is then applied to the balance of pension costs. This is good 
practice, Since the supplemental liability will be paid off in 15 years 
and the normal contribution percentage will be more stable - it will 
start at a lower level but will not drop so rapidly when new entrants 
are enrolled in the plan. The supplemental liability is usually, but not 
always, determined by use of one of the accrued benefit funding methods. 
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Another difficulty with Aggregate Funding is that actuarial losses 
are not identified at the successive valuations, and payment of them is 
simply blended with the rest of the costs. Losses May occur EroOm.Unen= 
ticipated salary increases, a lower than expected interest return, fewer 
decrements from death and disability and other unfavourable trends. ‘The 
net amount of losses minus gains from these items is the experience 
deficiency under the Pension Benefits Act and should normally be paid 
offing S-years on less. 


Tne Pension Commission of Ontario on March 9, 1966 issued a direc- 
tive on Frozen Initial Liability Valuations, (which include Aggregate 
Funding and variations on other level premium systems) witch, darec— 
five is still. apparently. in force., dt aprovidespthatiemene normal 
contribution rate (as a percentage of salary) has fallen between two 
actuarial valuations, it will be presumed that no experience deficiency 
has arisen. If, however, the normal contribution rate has risen, the 
actuary must use one of the procedures outlined in the directive | to 
determine if an experience deficiency has arisen and the amount thereof. 
The usual 5-year rule applies to an experience deficiency so detemnined. 


The examples show that all the methods examined are designed to 
provide the necessary funds for retirees' pensions if the plan continues 
to operate indefinitely, i.e., is a "going concern." However, a vital 
consideration is whether the funding will be such that if the plan is 
discontinued at any time there will be enough money in the fund to 
purchase or provide all the promised pension benefits. 


The "going concern" concept means taking a very long term view in 
selecting actuarial assumptions, recognizing liabilities, and making 
payments on the basis that the plan will continue in operation and the 
benefits promised to employees will be delivered. In our examples with 
say a 10-year vesting rule, there would be no vested benefits for the 
employee in years 1 to 9 but cash contributions are required just the 
same. Also, the payments for final pay plans are based on projected 
earnings, although in the event of termination of the plan the benefits 
would be based on the lower actual earnings to date. On the other hand, 
discounts for future terminations are made in the calculations and would 
not apply in the event of plan termination. On balance, it seems 
probable that funding under each of these methods would, in the event of 
plan termination, provide all pensions to retirees and cover all other 
vested benefits as well as a major part of the accrued pensions of 
employees who are not yet vested. The main factor which might interfere 
with this would be the existence of supplemental liabilities with many 
years' instalments remaining unpaid. 


The more conservative the funding method, the greater the prob- 
ability of meeting all the liabilities in the event of plan termination. 
The examples show that the level premium methods are more conservative 
than the accrued benefit methods. Perhaps aggregate funding is more 
conservative than the accrued benefit methods; certainly it is less 
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conservative than the level premium methods. Plans using accrued 
benefit funding methods will usually meet a major proportion of the 
liabilities, unless there is a problem with supplemental liabilities as 
alluded to before. It follows that aggregate funding should do about as 
well and the level premium methods will do even better. 
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NOTES 


(1) »-@.) RossArchibald, FCA, Accounting for Pension Costs and 
Liabilities (A Reconciliation of Accounting and Actuarial 
Practice), a CICA research study (unpublished). 


(2) Dan M. McGill, Fundamentals of Private Pensions, Wharton School, 
4th ed., June 1979, Chapter 15. 


(33) te EL Dadi. 
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Chapter 10 


The Effect of Inflation on Retirement Income 


In a period cof severe inflation suchwas has prevailed =siice. the 
early 1970s, those who depend upon fixed incomes suffer a substantial 
loss of purchasing power. The realization in recent years that pen- 
sioners in particular face a serious decline in their standard of living 
has led to considerable public concern, and with it the advocacy of 
various forms of inflation protection. In particular, much controversy 
has been generated by the indexing of pensions in the federal public 
service. Probably because of extensive coverage in the media, the 
subject of inflation protection appeared in most submissions to the 
Commission and was very much in the minds of the respondents to our 
Consumer Survey. 


"Indexing" is the term commonly used to define compensation for a 
loss in purchasing power of the dollar due to inflation. The form of 
compensation is often a percentage increase in fixed payments, equal to 
part or all of an increase in the Consumer Price Index. When such an 
adjustment is made automatically from year to year, "indexing" is said 
to be in effect. In some cases, adjustment for loss of purchasing power 
may be made by payment of an additional amount not specifically related 
to the CPI. Such payments, whether on a regular basis or not, are known 
as "ad hoc" increases; that is, they are for,a special purpose and 
without a formula that would imply a commitment to similar increases in 
the future. In this discussion we use "indexing" in the broad sense 


of any form of additional payment intended to compensate for loss of 
purchasing power. 


Submissions to the Commission reflected a wide range of views, from 


those advocating automatic indexing for all pensions to those asserting 
that there should be no indexing at all. Many who acknowledged a need 
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for adjustments were also concerned with the cost of the additional 
payments. The following excerpts represent the diverse positions: 


"I always tried hard, worked hard and met my responsibilities 
personally through the years in which I was able and privileged 
Or permitted to earn a salary, paid my taxes and tried to 'save' 
on a limited income. Money saved in the 1940s is not nearly of 
equivalent worth now and indeed one sacrificed many necessities to 
say nothing of luxuries to lay aside a dollar for a ‘rainy day.' 
Yes I am keenly interested and concerned that pension incomes be 
indexed to cost of living." 

Rita Dinner (Brief 45). 


"For those on fixed income, including the overwhelming majority of 
pensioners, inflation is nothing less than a prolonged and direct 
assault upon their standard of living and way of life. 


"We believe that all pensioners have the right to indexation, based 
on price inflation rates; that our society, having accepted the 
basic rationale for sufficient retirement income, has the moral 
responsibility to maintain that level of income; and that because 
such retirement income is not expanded, but merely maintained by 
indexation, we not only believe that our society can afford to 
index pensions but that we can't afford not to." 
National Union of Provincial Government Employees (Brief 177) 


"Inflation itself is the root cause of pension inadequacy and the 
Church urges the Commission to state this clearly and forcefully, 
to add to the growing public and political acceptance of the need 
for vigilance to resist programs which are inflationary or contrib- 
ute to expectations of increased inflation." 

The United Church of Canada (Brief 206) 


"We recognize that, in theory, indexing is certainly desirable 
and something that we should perhaps strive for. However, the 
Current approach of uncapped indexing by some creates a second 
class citizenry out of those who do not have, or could not afford, 
uncapped indexation of benefits." 

Dominion Foundries and Steel, Limited (Brief 129) 


"If each and every individual must share the responsibility for 
the general economic well-being of a country and assume a role in 
making provision for financial resources at retirement, there is no 
reason why protection against inflation should be given to selected 
groups. ‘There must be some sharing of economic risk. 


"In the industrial private sector, costs which increase when eco- 
nomic conditions in the marketplace prevent a transfer of such cost 
increases to product or service prices severely impair the profit- 
ability of business, and may harm its ability to raise capital. 
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Labour represents a high proportion of industrial costs and nearly 
all government costs. A formula to automatically raise the cost of 
labour in these two sectors not only creates a situation which may 
jeopardize corporate profitability but also creates a situation 
which may eventually turn into increased taxation. Furthermore 
product prices in Canada could rise to where they become totally 
uncompetitive with suppliers in other countries." 

Algoma Steel Corporation, Limited (Brief 218) 


"This need for pressure on governments points out an EKonical 
disadvantage of the automatic indexing schemes, ixe<7 ti benerits 
are indexed we feel more comfortable with inflation." 

Michael Beswick (Brief 104) 


"Our union has been wary about pushing for indexed pensions in 
the private sector. We are simply not convinced that it is in 
fact feasible to fully fund private indexed pensions; and without 
funding, the security which indexation is supposed to guarantee 
Can hthex1St. 


"If public pensions are in fact made adequate and indexed to the 
average industrial wage, then significant protection for pensioners 
would already exist independent of private pensions." 

United Auto Workers (Brief 264) 


"Some procedure is needed for increasing the dollar value of pen- 

sions in time of rising prices (whether due to physical shortages 

or to inflation), but not for total conformity to a price index.” 
Johnson and Higgins Willis Faber Limited (Brief 213) 


"Because expenditures in constant dollars tend to decrease with 

advancing age, pension benefits should reflect this decrease. They 

should also reflect the increase in the current dollar cost of the 

necessary expenditures. Therefore, we conclude that partial index- 

ing rather than full indexing to a Pensioner Index is appropriate." 
William M. Mercer Limited (Brief 244) 


"There is no economic obstacle to indexed benefits. Our economy is 
fully capable of providing the same basket of goods and services 
during retirement years as it is at the commencement of retirement. 
To argue that there is any economic obstacle to maintaining the 
purchasing power of retirees is to advance the untenable. ‘The 
difficulty arises from the context in which private pension funds 
operate." 
Ontario Public Service Employees Union (Brief 208) 


Wnile both proponents and opponents of indexing were represented in 


the submissions, most respondents in the Consumer Survey expressed their 
desire for some means of protecting their pensions from inflation. What 
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was not clear was how they thought such protection should be provided or 
at whose expense. 


With respect to government programs, 85 per cent of the respondents 
to the Consumer Survey agreed that OAS and CPP payments should be fully 
indexed to the cost of living; 10 per cent did not know if there should 
be any indexing, and only 2 per cent did not want any form of indexing. 
About 60 per cent thought indexing should be paid for from general taxes 
and about 12 per cent believed that increased contributions should 
provide the additional funds required. 


Table 1 shows that respondents were widely in favour of total 
indexing for both private and public employment pensions, with 74.5 
per cent advocating full indexing for private plans and 64.2 per cent 
agreeing that complete indexing of programs for civil servants was 
desirable. Only 5.9 per cent rejected any form of indexing for private 
plans and 11 per cent were opposed to any form of indexing of public 
employees" benefits. Again views varied as to how the costs of indexing 
would be met.(1) 


In view of the wide range of opinions and interest groups it is 
necessary to examine carefully the issues in pension indexing. At the 
outset it should be noted that the debate has focused on the indexing of 
defined benefit pension plans. Because there are special problems in 
funding for indexing in defined benefit plans, little has been said 
about money-purchase plans, which though covering a small number of em- 
ployees are also affected by inflationary pressures. Virtually nothing 
has been said about those who have never been in a pension plan or had 
the opportunity to join one and who have made provision for retirement 
in other ways. We must not forget that in order to benefit from pension 
indexing, one must first have a pension. Thus consideration of what is 
the proper response to inflation must take into account the situation of 
all retired persons in our society. 


THE PROBLEM 


Traditionally, the economy has expanded year by year in terms of 
the total of all goods and services produced. To the extent that this 
growth in the Gross National Product is "real" - that is, represents an 
increase in volume rather than dollar value - it is a measure of the 
productivity of the economy. Expressed in per capita terms it indicates 
an increase in the nation's standard of living, since there has been an 
increase in the total output to be shared in one way or another by the 
population. In the past, overall productivity has increased at an 
annual rate of some 2 per cent. That figure may be taken, therefore, 
as an approximation of the increase in living standards experienced by 
or expected by the average Canadian, provided that the individual's 
income is linked to economic growth through wages, salaries, commis- 
sions, dividends, or some similar mechanism. Pensioners, however, are 
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not in a position to benefit from this productivity "dividend" and so 
are unable to achieve any improvement in living standards comparable to 
that available to people still in the work-force. Even in the absence 
of inflation or with full indexing of their pensions, they must still 
face a relative decline in their purchasing power of roughly 2 per cent 
each year. (2) 


The impact of inflation on fixed incomes is dramatic. To illus- 
trate, we might assume a retirement income of $900 per month from all 
sources - none of it indexed or adjusted in any way. At present that 
amount might be expected to cover food, shelter and other basic neces- 
sities, a reasonable outlay for entertainment and similar discretionary 
spending, and possibly some saving or acquisition of capital assets. 
With an inflation rate of 8 per cent, however, the $900 will buy only 
$833 worth of goods and services by the end of the first year. After 
two years the pensioner's buying power will have dropped to OO eat LEG 
three years, $714. Five years after retirement the same dollar amount 
of income will have a "real" value of only $566. With purchasing power 
cut by well over one-third, the pensioner almost certainly will have 
given up saving, will no longer be able to make any significant capital 
purchases, and is likely to have some difficulty budgeting for the 
necessities of life. Even without inflation, the pensioner's standard 
of living will decline in relation to that of the working population by 
a further 2 per cent each year, since the person's non-wage income will 
not reflect productivity improvements. 


Clearly this is an extreme example, ignoring as it does the pro- 
tection now afforded by indexing of payments from public programs. Our 
purpose at this point is to underline the need for such indexing, and to 
assist in an understanding of the concerns of the elderly whose living 
standards rely to a significant extent on fixed incomes. 


Thus, the consequences of a fixed income are twofold. No longer 
protected against price increases through wage increases, the indi- 
vidual's income falls further behind, not only in relation to prices but 
also to the income of those who continue to work and receive pay 
increases that reflect productivity growth. 


Other losses to inflation may directly or indirectly affect the 
pensioners’ situation. "It is generally accepted that debtors gain and 
creditors lose from inflation, since the former group is repaying debts 
in dollars that have a lower real purchasing power than when the funds 
were borrowed."(3) As lenders, pension funds may lose in two ways. 
Traditionally investors expect to earn a real rate of return of about 
3 per cent. A higher interest rate reflects the lender's expectation 
of inflation over the term of the loan. Thus, a rate of 7 per cent 
represents a 4 per cent assumption for inflation. tf inflationwin: fact 
runs at 5 per cent during the term of the loan, the lender will lose 
and the debtor will have the advantage. In addition, Pein vaticn 
accelerates year by year and the term of a loan exceeds one year the 
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creditor will suffer a capital loss because of his inability to make 
new arrangements each year to invest the capital at the higher nominal 
rates of interest needed to offset inflation.(4) Turnover of portfolio 
investments which have dropped in value will result in capital losses. 
Since pension funds generally lend on a long-term basis because of the 
nature of their commitment, it is important to remember that pension 
funds may well lose from accelerating inflation and at the same time may 
be prevented from taking advantage of the high rates of interest which 
are associated with inflation. 


Similarly, many who have retired from the work-force will have 
Savings invested in fixed-term securities whose value is eroded by 
inflation. In his work for the Commission, Dr. Donner observes that: 


"Those whose sole source of income is OAS and GIS from the federal 
government, and perhaps income supplements from provincial govern- 
ments, are protected from higher rates of inflation, since these 
benefits are fully indexed, albeit with a time lag. Those who 
will be adversely affected are the individuals who receive some 
income from employer-sponsored pension plans that are not fully 
indexed for inflation and individuals receiving returns to capital 
wnere the nominal returns significantly fall behind the rate of 
int latron. (5) 


If there are losers in an inflationary period there are also "win- 
ners," and this point is illustrated in Dr. Donner's paper cited above. 
(6) For present purposes it is sufficient to note that pensioners are 
perhaps the most conspicuous losers. 


INFLATION AND PENSION PLAN DESIGN 


Tne effect of inflation on pensions depends on how benefits are 
determined. Three types of plan design - average earnings, money- 
purchase, and career average - are commonly in use. 


Tne final average earnings formula has gained in popularity in 
recent years because of its built-in protection against inflation in the 
pre-retirement years. Pensions based on the last three to five years' 
earnings may be expected to reflect in some measure the standard of 
living of the worker before retirement. However, even this measure does 
N@tIGL Ve pericer! protection, for wthe, purchasing powenror,camneg nas, an 
each year included in the average will have fallen. The Professional 
Institute of the Public Service of Canada estimates, for example, that 
in a period of 5 per cent inflation a pension calculated on a six-year 
average will be about 11 per cent lower than a pension calculated only 
on the earnings in the year of retirement.(7) Nevertheless, the final- 
pay approach is seen as relatively favourable by many plan sponsors 
and employees. Several briefs received by the Commission advocated 
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legislation to require all plans to incorporate some version of final 
earnings as the basis of their benefits. 


For the employee who leaves an employer before retirement the 
advantage of pre-retirement inflation protection usually stops at termi- 
nation, since the pension benefit is calculated on earnings prior to 
termination. It has been suggested that deferred pensions in those 
cases should be indexed from the date of termination to retirement. 


Tne worker with a money-purchase plan suffers more from pre- 
retirement inflation than the worker with a final average formula. 
Contributions based on a percentage of wages can be expected to be lower 
in the earlier years of work, and it is those low contributions on which 
interest is compounded for the longest time. In a period of rising 
inflation the contributions made each year will decrease in real value, 
although interest may serve to preserve or even increase their original 
purchasing power. However, the nominal interest rate may not rise 
sufficiently to offset the effect of inflation. In addition, it may not 
be possible to turn over investments at higher nominal interest rates as 
inflation continues. However, if interest rates are high at the time of 
retirement and annuity prices are correspondingly low, some "inflation 
dividend" may accrue to the worker with the money-purchase plan when the 
annuity is purchased. 


Members of career average plans are severely affected by inflation 
during the working years. Pension credits earned year by year are de- 
valued continuously, with the earliest likely to have little purchasing 
power by the time they become payable. As a result, the career average 
pension cannot be expected to bear any clear relationship to the recipl1- 
ent's pre-retirement level of earnings. While it is possible to update 
career average benefits periodically by restating the earnings base 
for accrued credits, the sponsor has no obligation to do so, regularly 
or at all. As with final average plans, benefits that are vested on 
termination of employment are not subject to any subsequent adjustment, 
either to reflect later earnings levels or to compensate for inflation. 


In fact the adequacy of any pension, regardless of its formula, is 
impaired by inflation before as well as after retirement. High rates of 
inflation in recent years show that even a final average formula will 
not necessarily provide an acceptable degree of protection during the 
working years; and the erosion of purchasing power after retirement is 
compounded by the inability of pensioners to share in productivity 
gains. If these shortcomings were a matter of somewhat infrequent 
concern when annual inflation rates were in the 2 to 3 per cent range, 
there can be no question of their significance today, after a period 
that has seen the value of the dollar cut in half in about eight years 
and looking forward to an era of a growing retired population with 
longer life expectancies.(8) Double-digit inflation quite simply means 
that the person who retires with what now appears to be an adequate 
pension can anticipate some years of comparative hardship in the hucuee. 
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It has been suggested that the needs of the elderly decline with 
advancing age and, accordingly, the elderly could afford to bear some 
loss of purchasing power in retirement.(9) This argument is based on 
statistics of expenditures for the elderly, which show that certain 
types of expenditure decline with age. Those who disagree argue that 
the elderly spend less because their real purchasing power has dropped; 
or that the elderly fear a lack of income and actually save in their 
early years of retirement. 


Our Consumer Survey tends to support the second viewpoint. When 
retired respondents were asked if their income needs for their own 
consumption had changed, 63 per cent stated they had increased, 6 per 
cent believed they had decreased, and 31 per cent said they had remained 
the same. Of those who said their needs had increased, 97 per cent 
cited the cost of living as the major cause; of these 36 per cent said 
all their costs had increased, while 25 per cent were concerned mainly 
with food prices. Overall, 22 per cent expressed difficulty in main- 
taining their pre-retirement standard of living. (10) 


Survey respondents were also asked to designate what factors were 
of concern to them in retirement and to what degree. Of nine suggested 
factors, "financial position" ranked sixth and was expressed as a con- 
cern by 66 per cent of the respondents, while "ability to remain in 
Own home" and "remaining independent" - both of which have financial 
implications - were cited by 74 per cent and 70 per cent respectively. 
Thus, aS expected, maintenance of an adequate financial position in 
retirement iS a pressing concern, expressed in terms which clearly 
indicate a desire to sustain in some constant degree a pre-retirement 
Standard of living. 


INFLATION FORECASTS 


Important to this discussion is the possible course of inflation 
in the future. Assuming that a moderation of inflation would ease 
the pressure for indexing, many briefs advocated treating the disease 
rather than the symptoms and called for a general resistance to measures 
that would fuel inflation. Some argue that indexing itself will cause 
inflation to accelerate. (11) 


In preparing its projections for the Canada Pension Plan, which of 
necessity was its first major research project, the Commission asked 
Dr. Donner to develop economic scenarios with low, medium, and high 
inflation rates. These are set out in Table 2. 


Other projections may be compared with Donner's estimates to pro- 
vide a further perspective on the problem of inflation. The Department 
of Insurance, for example, assumed an annual increase in the inflation 
rate of 9 per cent in 1978 in its CPP projections, falling gradually to 
300 Per Cenk? 1m, 1983 sand) holdang «constant thereafter.(12) Ontario 
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Hydro's long-range economic forecast predicts inflation rates of at 
least 6 per cent a year until the middle of the 1980s and 5 per cent 
thereafter. Beyond 1990 there is little information on which to base 
any further forecasts, so for the purposes of the Commission's projec- 
tions the figures remain constant. An important point in all of the 
forecasts, however, is the trend towards moderating inflation. 


Placing these forecasts in the pension context, we may better 
assess the problems now facing the retired and Canadians generally. 
Dr. James Pesando calculated the effect of a constant rate of infla- 
tion of 6 per cent over a period of 15 years, a rough estimate of life 
expectancy at age 65, and found the real value of a fixed dollar would 
drop to 42 per cent of its initial value after 15 years.(13) 


Table 2 
Projections of Probable Rates of Inflation, Three Scenarios, 1978-1990 


Low Medium High 
(Per cent) 
1978 6.3 73 SS) 
1979 5 6 8 
1980-84 4.5 Ded. Ue 
1985-89 4 5 Wy 
1990 and later 2 4 6 


Source Arthur Donner and Fred Lazar, "Private Pensions and Indexing: 
A Review of Issues and Policy Alternatives." 


THE CONSUMER PRICE INDEX AND THE PENSIONER 


A commonly used measure of the effect of inflation is the Consumer 
Price Index. Established by the federal government at the beginning of 
this century, the CPI records the percentage change through time in the 
price of a constant "basket" of goods and services representing the 
purchases of a particular population group in a specified time period. 
Items to be priced are determined from the Urban Family Expenditure 
Survey carried out periodically by Statistics Canada. Some 300 of the 
most representative items are selected to make up the basket in seven 
major expenditure categories: food; housing; clothing; transporta- 
tion; health and personal care; recreation, education, and reading; and 
tobacco and alcohol. 


Each item is assigned a weight according to its relative importance 
in expenditures of the families surveyed. The weights are adjusted 
from time to time as spending patterns are found to have changed; some 
items may be added, deleted, or redefined; and the target group itself 
is subject to adjustment to reflect changing income levels or family 
characteristics. One aspect of a revision made at the end of 1978 
is illustrated in Table 3: the new weights indicate that housing, 
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transportation, recreation, reading, education, tobacco, and alcohol had 
become more important in the typical family budget relative to food, 
clothing, health, and personal care. 


Table 3 
Comparison of 1967 and 1974 Expenditure Weights Used in the Consumer 
Price Index, by Major Component 


1974 1967 
All items(a) L003 0 LOOM 
Food 2S 24.8 
Housing 34.1 Sis 
Clothing HOw LS 
Transportation ss is: oy 
Health and personal care 4.0 4.5 
Recreation, reading and education Sia 629 
Tobacco and alcohol GeZ 6.0 


a Rounded figures. 


Source Statistics Canada, The Consumer Price Index, Cat. 62-001, 
FEDEUaL yey 9, bs os 


Tne monthly CPI is quoted as a percentage of the value in a base 
year, which is changed about every ten years. At present the time base 
is 1971 and all prices are taken to be 100 in that year. Thus, for 
example, an index of 200.1 (January 1980) means that the price of the 
consumer's "basket" of goods and services was 200.1 per cent of its base 
level or, more simply, had doubled in the period since 1971. 


A detailed examination of the structure and operation of the Con- 
Sumer Price Index will be found in a paper by Ann Jamieson, reproduced 
in Volume VIII. 


Many of the briefs took issue with the use of the CPI as a suitable 
measure Of the effect of price increases on incomes of the elderly and 
as a basis for indexing their incomes. Many felt that a "pensioners' 
basket" containing items more likely to be purchased by older people 
would be a better measure. The briefs suggested that expenditure pat- 
terns for middle-income groups were not representative of those of the 
elderly whose incomes tended to be at the lower end of the scale. (14) 


The Commission, therefore, undertook a thorough review of the 
Consumer Price Index in Canada, and also examined the experience of the 
United Kingdom with a pensioner's index. 


"The UK General Index of Retail Prices is intended to reflect the 
average spending pattern of the great majority of households, 
including those of practically all wage earners and most salary 
earners. Only two classes of household are excluded, on the ground 
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that their spending patterns differ greatly from that of the oth- 
ers. These two groups are: 


- The 'pensioner' households with limited means - those in which 
at least three-quarters of the total income is derived from 
national insurance retirement or similar pensions and/or supple- 
mentary pensions or allowances; these amount to about 10 per 
cent of households. 


- The ‘high income' households - the three or four per cent where 
the "heads of household' have the highest weekly incomes. 


"The expenditure patterns of the households covered by the General 
Index are derived from a continuous Family Expenditure Survey (FES) 
and these are used to update the weights of the index each year. 


"Separate indices are compiled and published for one and for two 
person 'pensioner' households; those excluded from the General 
Index. These are essentially a reweighting of the price indices 
for individual goods and services used in the calculation of the 
General Index. The weights for the 'pensioner' indices are also 
obtained from the FES. 


"Housing costs are excluded from the 'pensioner' indices because 
it is unlikely that the indices for rent and rates calculated for 
General Index households would apply to 'pensioner' households. 
It is likely that a large proportion of 'pensioners' live in older, 
possibly rent controlled, property and receive rent and rate subs1i- 
dies. The compilation of separate housing indices for 'pensioner' 
households would be difficult and rather costly. 


"Although there are substantial differences between the weights 
of the 'pensioner' indices and those of the General Index this 
does not seem to have had a very great effect on the relative 
movements of the indices....The one person 'pensioner' index for 
example has increased only 1-1/2 per cent more than the General 
Index (excluding housing) in the period from January 1974. In 
general we would argue that the General Index is a reliable measure 
of the impact of prices on most households."(15) 


While particularly instructive, since they reflect actual experi- 
ence with a pensioners' index, the foregoing comments from the United 
Kingdom are complemented by the results of several Canadian studies 
of expenditure patterns of low-income and elderly families in relation 
to those of the average or target family, and to what extent a more 
specific index would be appropriate. As cited in Ann Jamieson's paper 
(in Volume VIII) those studies all suggest that a pensioners' index as 
an instrument for adjusting incomes would not produce significantly 
different (or necessarily better) results than the general Consumer 
Price Index. 
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The Commission concluded that construction of a separate index for 
pensioners would be a very complex task, would involve great expense, 
and would not produce results very different from the CPI. Food and 
housing are the largest items in expenditures of the elderly just as 
they are for the general population, and expenditures within these cate- 
gories will vary with individual tastes, few of which will be determined 
by age. A rough comparison of increases in costs of food and housing 
separate from the CPI revealed that increases in these two categories 
were in line with the overall increases shown in the CPI. In fact, it 
has often been argued that the CPI overstates rather than understates 
the effect of inflation on prices because it does not take into account 
substituted products, new products, and technological improvements. 


As food costs continue to escalate, there is no question that those 
with low incomes are worse off than those in the higher brackets who 
spend proportionately less on food. Still, the Commission does not 
believe that this is likely to continue over such a long period of time 
that it would be useful to construct a separate index for pensioners' 
expenditures. The advantage of the widespread use and acceptance of 
the CPI in the Commission's opinion offsets any benefit that might be 
derived from a pensioner's index. 


EXISTING INFLATION. PROTECTION 


At present the Consumer Price Index is used in certain programs, 
directly or as a reference point, to adjust pension income after retire— 
ment. In addition, mechanisms may be found which have the effect of 
compensating at least in part for inflation before retirement. Pre- 
retirement adjustments in employment pension plans were mentioned 
earlier in this chapter, but will also be discussed here in order to 
place them in perspective with other inflation-related adjustments. 


Government Programs 


The most comprehensive indexing schemes involve government pro- 
grams for the elderly. Old Age Security pensions, Guaranteed Income 
Supplements, and Spouse's Allowances are adjusted quarterly for the 
full percentage increase in the CPI. Canada Pension Plan benefits are 
increased annually to compensate for the yearly increase in the CPI. In 
Ontario benefits from the GAINS program, while not indexed themselves, 
are based on an annual guarantee which is increased to reflect the 
federal adjustments. Pre-retirement adjustment in the Canada Pension 
Plan is achieved through a form of wage indexing, in which contributory 
earnings are updated at retirement to reflect increases in the annual 
earnings "ceiling" (YMPE), currently escalating at 12-1/2 per cent a 
year. 
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Employment Pension Plans 


Most employment pensions, in both public and private sectors, have 
received some post-retirement adjustments to help counter the effects of 
inflation. The recent controversy over federal public service pensions, 
however, has obscured the nature and the extent of these adjustments — 
especially in the public sector - and it is worthwhile examining what is 
actually taking place. 


Post-Retirement Indexing 


Statistics on indexing practices are far from complete. In ana- 
iyzingabilation protectioniwe can;consider full indexing ," 1s C's; 
increases which are made automatically each year in tandem with the 
Consumer Price Index; "partial indexing," 1.e., increases which are 
made automatically each year to the extent of a portion of the CPI 
increase; and "ad hoc" adjustments for which there is no automatic 
provision. Because official statistics do not take into account ad hoc 
adjustments, the lack of indexing revealed by those sources 1Ss by:, NO 
means conclusive. Several studies show that employers in both public 
and private sectors have been making some adjustment to pensions in 
payment. Ontario Hydro, the Ontario Workmen's Compensation Board, and 
the Toronto Transit Commission are examples of public sector employers 
who have made ad hoc adjustments. The Financial Executives fnstitute, 
in a 1978 survey, revealed that 56 per cent of the employers in the 
survey made some adjustments and of these only 5.4 per cent were done by 
an indexing formula.(16) A study undertaken by the Financial Executives 
Research Foundation in 1977 showed that of fourteen typical private 
sector pension plans only one - in the oil and chemical field - was 
fully indexed to the CPI. Four allowed for ad hoc adjustments, two more 
raised benefits by a percentage of the increase in the CPI, one small 
employer had no adjustment provision at all, and the rest provided for a 
2 per cent increase in the amount of the pension benefit or a flat 
dollar adjustment. Adjustments were not necessarily made annually, and 
in several cases varied with the number of years since retirement. (17) 


The statistics show that automatic indexing provisions are not 
prevalent, and in fact are almost non-existent for plans outside the 
public sector. 


Pension Plans in Canada 1978 shows that automatic post-retirement 
indexing was provided by 214 plans covering 32 per cent of members 
of all plans.(18) Most of these members were inwthevpublreusector. 
Less than 5 per cent of members in the private sector were in plans 
providing for automatic indexing. Automatic indexing tied ito ithe full 
CPI increase was provided mainly by plans under federal jurisdiction. 
There were no Ontario public service plans in this group. 


In Ontario, 1978 statistics for plans regulated under the Pension 
Benefits Act show that in the public sector 89.9 per cent of the plans 
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having 41.6 per cent of the plan members and in the private sector 99.1 
per cent of the plans having 95.2 per cent of the plan members had no 
provision for automatic escalation of any kind. Table 4 shows the 
incidence of automatic indexing provisions in both the private and the 
public sectors in plans subject to the Ontario Pension Benefits Act. 


Only three plans in the Ontario public sector, the Public Service 
Superannuation Fund, the Teachers' Superannuation Fund, and Ryerson 
Polytechnical Institute, had automatic indexing in excess of 4 per cent 
of the increase in the CPI; in each case there was an annual "cap" of 8 
per cent, with a carryover of any excess to succeeding years. These 
three plans represented 34.1 per cent of all public sector plans and 46 
per cent of plan members in the Ontario public sector. In the private 
sector only three plans had automatic indexing in excess of 4 per cent, 
and those plans covered only 2,696 plan members. 


From these statistics it is clear that automatic full indexing is 
not nearly as prevalent as the debate over federal public servants' 
pensions would lead one to believe. Nor are any clear lines drawn 
between the public sector employees as the "haves" and the private 
sector employees as the "have-nots." In general though, an unlimited 
commitment to indexing is to be found only where payments can be made 
ultimately from taxes. The Superannuation Adjustment Fund techniques 
used by both the federal government and the Ontario government for their 
plans mask the source of payment somewhat, but in each case there is 
the implicit possibility of a call on consolidated revenue if the fund 
runs out of money. Where spending restraints are exercisable through 
budget approval indexing is either on an ad hoc or uncommitted basis as 
for Ontario Hydro, or is not provided at all as in the Hospitals of 
Ontario Pension Plan. Proposed amendments to the Federal Public Service 
Plan indicate there has been a recognition of the cost implications of 
indexing and perhaps some reconsideration of the need for full automatic 
indexing. 


Pre-retirement Adjustments 


Although the use of indexing techniques for benefits before re- 
tirement is uncommon, it will be clear from the earlier discussion of 
employment pension plans that means are available by which the eventual 
pension may be reasonably related to pre-retirement income. As a rule 
it is not considered necessary to refer directly to movements in the 
Consumer Price Index, but rather to relate the benefit credits to wage 
and salary levels during some recent period in the member's employment. 
Whatever the actual pension formula - wage-related or a flat benefit 
- any inflation protection depends on the degree by which benefits 
"earned" year by year are eventually improved so that they reflect 
rising wage levels and, by implication, consumer price increases. A 
final or best average earnings formula gives a measure of pre-retirement 
inflation protection. Nearly all public sector plans use a five-year 
average for calculation of pension benefits, and many similar formulas 
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are found in the private sector. Recently there has been a trend 
towards updating career average plans to reflect current earnings. 
Benefit amounts in flat dollar plans, most often found in the unionized 
sector of industry, are customarily increased as collective agreements 
expire and are renegotiated. With money-purchase plans employers may 
increase their contributions by lump sum or other additional contribu- 
tions, but these have been less likely to match the improvements in 
other types of plans. Regardless of plan type, there are unlikely to 
be any provisions for adjusting vested pension entitlements between 
termination and normal retirement age. 


Other Arrangements 


Private retirement arrangements generally have no mechanism for re- 
sponding to inflationary pressures. RRSPs make no allowance for either 
pre-retirement or post-retirement indexing. Escalating annuities may be 
purchased from some insurance companies in Canada, but monthly payments 
are reduced initially to offset the higher benefit in later years. 


We have seen that inflation has created a demand for some degree 
of retirement income protection. How various sectors in society have 
reacted to that pressure is clearly related more to their concern with 
the substantial costs involved than with any question regarding the 
desirability of maintaining the pensioner's purchasing power. 


THE COST OF INFLATION PROTECTION 


Tnere is general agreement that inflation redistributes wealth. 
Some win from inflation; others lose. The prime losers are those living 
on fixed dollar incomes, and the majority of them are retired. There 
is no doubt that to redistribute wealth back to the retired will mean 
a loss to others in society, for society's wealth is not infinite and 
it is certain that protecting some from inflation will havesas cost. 
The question 1s who is to bear that cost. There are really only four 
possibilities: 


- the retired person, 
—- the active worker, 


- the employer and therefore indirectly the shareholder and the 
consumer, and 


- the government and therefore the taxpayer. 
The Individual 


If society decides the individual should shoulder the burden, how 
mach cost should he be required to bear? 
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- All until his resources are reduced to a minimum floor deter- 
mined by society? 


- All except for the retirement income received from an employment 
pension? 


- All except for some standard above the minimum income floor 
based on a need to maintain an achieved lifestyle in retirement? 


At present, the individual bears the costs of inflation at two different 
times - first as an active worker and later as a retired person. The 
cost is borne in different ways. 


The Active Worker 


Tne Canada Pension Plan is one scheme with both pre-retirement 
and post-retirement inflation protection: pre-retirement because the 
pension increases with the increase in the average industrial wage(19); 
and after retirement because the pension benefit is increased annually 
in line with increases in the Consumer Price Index. Because the plan 
operates on a virtual pay-as-you-go principle, those now contributing 
pay for the benefits to those who are now entitled to them. The implied 
assumption is that the scheme will continue indefinitely so that those 
paying in today will receive benefits tomorrow. ‘Therefore, the cost of 
both pre-retirement and post-retirement indexing is borne by today's 
active workers. As long as the plan operates in perpetuity and the 
contribution rates are reasonable, this intergenerational payment ar- 
rangement seems acceptable. The Commission's projections of future 
available funds and beneficiaries did not show that the scheme would be 
unduly burdened in the future to the point that its continuance would be 
threatened, even acknowledging the expected increase in dependency 
ratios after the year 2000. However, to increase benefits substantially 
could place an undue burden on active workers. 


Similarly, public sector employment pensions that are indexed 
through supplementary adjustment plans and to which employees and gov- 
ernment employers make fixed contributions are essentially funded on 
a pay-go basis. Active workers pay for the indexing of pensions to 
retired workers to the extent of their required contributions. If the 
set contribution rate does not meet the cost of the contributions, 
either the active workers (with the government) will bear the cost Or 
increased contributions or run the risk of not receiving any indexed 
benefits in retirement. 


A more subtle potential cost to active workers comes with proposals 
to "split" the pension fund between active and retired workers. Various 
ways have been suggested for effecting the split but, with the problems 
of actuarial forecasting of future interest rates and liquidity, active 
workers could find the security of their fund impaired to create a way 
of indexing the pensions of the retired worker. 
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Having thus shouldered the cost burden for those in retirement, the 
active worker assumes a different cost when he or she retires. 


The Retired Person 


Traditionally, as we have seen, the retired individual on a fixed 
income has incurred a loss of purchasing power from not sharing in the 
"productivity dividend" and from inflation. If that loss were to be 
offset, the individual had to bear that cost by drawing on accumulated 
Savings, Such as cash, investments, or capital appreciation of a house. 
Recently, however, faced with severe inflation and a serious drain on 
their savings, pensioners have begun to fear that they will outlive 
their savings and have begun to cast around for an external answer to 
their problem. : 


The Employer 


If society decides the employer and the individual are to share the 
burden, how much of the cost should the employer bear? 


- All related to pension income paid to the employee? 
- Some related to pension income? 

- Some as the employer deems advisable? 

—- None? 


- Some or all related to pension benefits earned before retirement 
as well as after retirement? 


Much pressure has been exerted on employers with pension plans to 
follow the lead of the federal and Ontario governments and index the 
pensions of their retired employees. Federal government employees 
defend their indexed pensions by arguing that these should be made 
available by all employers with pension plans. The size of many pension 
funds, the fact that employee contributions are involved, and the belief 
that high interest rates benefit the employer-sponsor, all tend to 
encourage retirees to expect employers to assume responsibility for the 
worker's well-being in retirement. 


However, for those already receiving pensions, the employer is 
keeping the contractual obligation. In the case of a defined benefit 
plan, the promise is to pay a fixed monthly amount in retirement based 
on Salary and service; and in a money-purchase plan, to pay an annuity 
based on accumulated contributions. The employer's promise is fulfilled 
wnen the required monthly payments are made to the employee in retire- 
ment. Where the employer's promise is not extended to maintaining the 
purchasing power of pensions in retirement, the cost of additional 
post-retirement payments would have to be met by additional funding. 
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The existing fund is the security for the fulfilment of employer's 
promise to all pensioners, now and in the future; to increase payments 
without additional funding could place in jeopardy the security of all 
the plan benefits. 


Some employers however have made ad hoc adjustments to pensions 
being paid. When ad hoc improvements are made their cost is borne 
ultimately by shareholders or consumers. Similarly, if the employer 
adopts a regular indexing policy the cost becomes a continuing business 
expense. Still, unless such payments are made on a regular basis, it is 
questionable how well they answer the pensioner's need for assurance of 
adequate retirement income. 


As things now stand whether or not pensions of the currently active 
employees should be indexed in the future is determined by employers and 
employees in the usual bargaining processes. For pensions already in 
payment the bargaining process is less likely to come into play. Since 
employment pension plans are set up voluntarily and can be wound up at 
any time by the employer, legislation to ensure indexing would first 
have to require employers to continue their plans. But since not all 
employers have pension plans, the legislation would not affect all 
employers and so would not benefit all employees. 


The Government 


Finally, how much of the cost of protecting the individual should 
be assumed by the government? 


- None except to maintain an individual's basic needs? 


- Some, to the extent of maintenance of pension income in 
. retirement? 


—~ Some, to the extent of maintaining some pension income in re- 
tirement related to a pre-retirement standing of living? 


If government is to assume some role in allocating the costs of 
inflation protection, two other questions arise as to the use of govern- 
mental authority: 


- Should some employers be forced by government to protect some 
members of society? 


- Should government protect only those who have certain kinds of 
income in retirement? 


It is sometimes argued that inflation is government-caused and 


government-controlled and therefore any inflation losses should be 
offset by the government. Or it is argued that because the government 
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is a winner from inflation through the tax system, it has an obligation 
to compensate some of the losers. 


The use of government authority to preserve purchasing power can 
be rationalized on two grounds. The first is that the government is 
the last resort for protection; the second imputes an obligation to 
government to guarantee a certain standard of living for the retired 
related to a pre-retirement standard of living. 


If inflation erodes purchasing power to the point where the indi- 
vidual is unable to maintain a minimum standard of living, society may 
agree that government has an obligation to intervene. The Guaranteed 
Income Supplement operates on this principle. Amounts payable under GIS 
are automatically indexed quarterly to the Consumer Price Index. If on 
this principle proper government involvement in inflation protection is 
limited to ensuring a minimum standard of living, individuals retain 
the prime burden of the loss of purchasing power, assisted perhaps by 
employers. 


Indexing of OAS pensions and CPP benefits does not conform to the 
minimum level approach. Both programs are automatically indexed and 
neither is based on need. The result is that the government protects 
some individuals by lessening. the drain on their savings. It can, 
however, be argued that OAS and CPP form part of a floor or protection 
along with the GIS and therefore should be indexed. 


If however the government's responsibility is to guarantee a larger 
measure Of protection on the ground that the individual has a right to 
be protected, not just for basic needs but so that a standard of living 
is maintained into retirement, the individual would not be expected to 
use personal savings to compensate for losses from inflation. Most 
schemes which at present reflect this principle in full are those op- 
erated by the government as an employer. It might be inferred from 
this fact that taxpayers are willing to assume the cost of inflation 
protection for only a limited group of the retired. 


POSSIBLE SOLUTIONS 


From this discussion it is clear that the losses suffered in in- 
flation are already distributed across society in various ways. The 
individual is the prime loser, although employers and governments have 
assumed some of that burden. The pension debate is really concerned 
with whether more of the burden should be removed from the retired 
person, and if so, how. Let us look at some of the possible answers to 
the question. 
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The Status Quo 


At present, government, the individual, and in some cases the 
employer share the burden of loss of purchasing power of retirement 
income. OAS and GIS are fully indexed to the CPI and the cost is borne 
through general tax revenues; the fully-indexed CPP is funded through 
payroll taxes (contributions). Through collective bargaining or em- 
ployers' goodwill, a retiree fortunate enough to have a pension may 
receive some increases to a pension in payment. Protection of income 
from other sources is left to the individual, whose investments may 
benefit from the higher nominal rates of return during inflationary 
periods. 


We have seen from our discussion of the net replacement ratio 
that "available income" of those at the lower end of the scale for the 
most part is being fully replaced or, indeed, is even higher than 
pre-retirement net earnings. The components of the replacement income 
are OAS, GIS, CPP, income tax relief resulting from indexed personal 
exemptions, tax credits that increase with rising rents and property 
taxes, and relief from payment of OHIP premiums. In this fashion, 
the replacement income of those who earned the minimum wage is fully 
protected from price increases. Incomes up to the level of the Average 
Industrial Wage are substantially protected. Not fully “protected 
are incomes above these levels, unless the pensioners receive some 
additional protection through employer pension plans. Clearly, if the 
government is expected to provide only a minimum floor of income pro- 
tected from inflation, this is being done now, and the individuals whose 
incomes are above this "floor" level are left to protect themselves. 


What applies at the adequacy level however, does not satisfy the 
goal of those who seek to continue a reasonable relationship between 
retirement and pre-retirement income. The best case can be made for 
indexing of pension benefits for those whose post-retirement income 
ranges from the level of those in receipt only of fully indexed govern- 
ment benefits to, say, $20,000 a year. Those with incomes above this 
level may be considered to have had the opportunity to save during 
their working lifetimes to maintain a pre-retirement living standard. 
Those 65 and over with retirement income in amounts up to $20,000 a 
year represent the majority of pensioners. Many of them were able to 
supplement retirement income from government plans by negotiating an 
employer pension or by saving through RRSPs, investments, or a house. 
However, they face the prospect of a rapid erosion of their purchasing 
power - with 10 per cent inflation, a cut of about 50 per cent in seven 
years - so that to maintain their standard of living in retirement they 
must dip into their capital. The alternative is to drop their standard 
of living gradually to the level of those who are fully protected by the 
indexing of government benefits. 


Some argue that the position of this income group is not as diffi- 
cult as may first appear - that since about half the purchasing power 
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of a $20,000 income is already fully protected for a married person, 
the drop will be less dramatic than 50 per cent in seven years; and the 
reduction will be offset to the extent that nominal rates of return 
on investment income reflect inflation. Furthermore, it is argued, 
pensioners need never fear destitution since the minimum floor provided 
by government always maintains the same level of purchasing power. 
Finally, some believe that needs may decline in retirement, or that the 
present high inflation rate is not likely to persist. According to this 
reasoning, Only the purchasing power of the income floor level provided 
by government programs need be maintained, and no further indexing 
should be required by legislative measures. 


Opposed to that viewpoint is that which favours steps to protect 
the purchasing power of retirement income in order -to preserve some 
link with a pre-retirement standard of living; and here attention is 
concentrated on the indexing of employment pension benefits. Automatic 
indexing of the pensions of federal and Ontario public servants and 
teachers has provided an enviable goal. As a result we have seen a wide 
range of proposals, from direct government intervention and coercion of 
employers to various degrees of incentive and subsidy. 


Direct Government Intervention 
Mandatory Pension Indexing 


Advocates of legislation requiring indexing would have the employer 
expand the benefits already promised in a defined benefit plan or in- 
crease the amount in a money-purchase fund to provide a larger annuity. 
It is argued that the employer's promise to pay a pension carries with 
it an obligation to provide benefits that will continue to bear some 
relationship to earnings just before retirement so that the person's 
standard of living may be maintained. Such legislation might require 
haiti: 


- all defined benefits be calculated on a final average basis, 
with averaging over a small number of years - say 3 or 5; 


- deferred life annuities for terminated employees be escalated 
annually to normal retirement age; 


- pensions in payment be automatically indexed annually to the 
increase in the average industrial wage; 


—- pensions in payment be automatically indexed annually to all 
or part of the annual increase in the Consumer Price Index. 
Partial indexing might utilize an annual maximum of from 4 to 8 
per cent, or might apply only to price increases above 2 or 3 
Pel Cent pel year; 
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— some part of the pension be indexed up to a predetermined level 
to benefit those at the lower end of the income Bcale. For 
example, 8 per cent on the first $200 to $300 per month and 4 
per cent on the balance. (20) 


There are important objections to all these proposals. All would 
mean a mandatory additional cost to the employer, although a "cap" on 
the amount of annual indexing would limit that liability. However, 
employers establish pension plans voluntarily and may wind them up 
at any time. Before indexing could be assured therefore, legislation 
would also be required to oblige employers to continue their plans. 
In the result, since not all employees have employment pension plans, 
government would be legislating inflation protection only for some 
employees while adding directly to the costs to be borne by all members 
of society as consumers. 


Indexed Bonds 


Another approach involving direct government action comes from 
James Pesando, professor of economics with the Institute of Public 
Policy at the University of Toronto. His assessment of the economics of 
inflation has led him to conclude that the nature of the problem is such 
that only governments can deal with it effectively. He originally 
proposed that the government should issue or require corporations to 
issue "indexed bonds" on which nominal rates of return would vary with 
rates of inflation in such a way that the transaction for both lender 
and borrower would be neutral. Pension funds would then be able to 
invest in these bonds and maintain real rates of return in the face of 
inflation, and in turn would be able to provide fully indexed pensions 
without concern for an incalculable future liability. 


Pesando himself soon recognized that this solution might not be 
practical: 


"Clearly, the Federal government (for example) could elect to 
issue index bonds, but certain problems would immediately arise. 
The fundamental dilemma is that if the Federal government were 
to make index bonds available on a sufficiently wide scale to 
effectively enable plan Sponsors to provide indexed pensions, 
then the potential impact on Canadian financial markets might be 
dramatic. If, on the other hand, the Federal government were to 
make index bonds available on a more modest or gradual scale, so 
as to minimize the impact on the Canadian financial system, the 
capacity of plan sponsors to provide indexed benefits would only 
gradually be enhanced." (21) 


If the effect on the Canadian financial markets were a wholesale 


flight from equities to debt securities, it would indeed be dramatic and 
undesirable for the Canadian economy. (22) 
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Government Inflation Insurance 


Pesando then moved from his proposal for indexed bonds to suggest 
government-guaranteed inflation insurance: 


"Sponsors of defined benefit plans must purchase the requisite 
annuities onthe basissotea realrateror sneerese. Only the 
Federal government is likely to be able to underwrite the risks 
associated with unanticipated inflation. These two points form the 
basis of a proposal - whereby the Federal government would provide 
inflation insurance against the possibility that inflation might 
diverge from the expected rate built into market interest rates at 
the time that an annuity is purchased."(23) 


In brief, the proposal would work as follows: 


- Employer pension plans would be funded on the basis of real 
rates Of return. 


— When an employee retired, the employer would purchase an annuity 
from an insurance company for the required benefit plus full 
indexing at anticipated rates of inflation over the life expect- 
ancy of the pensioner. The cost of the annuity would be funded 
by the employer at real rates of return in his pension fund and 
therefore the monies would be available in nominal dollars to 
purchase the indexed annuity. 


- If during the course of payment of the annuity inflation were 
to rise above the anticipated rate, the federal government 
would pay to the insurance company the cost of indexing the 
annuity above the inflation already anticipated. If, however, 
the inflation rate were to fall below the anticipated rate, the 
insurance company would pay to the federal government the saving 
from lower-than-anticipated inflation. Over the course of time 
these adjustments should cancel out, as inflation should be 
neutral in the long run. 


One difficulty with this proposal is that to fund on a real rate of 
return involves correctly forecasting pre-retirement inflation rates so 
that contributions will be high enough when added to nominal returns on 
investments to generate sufficient "real" monies to purchase the annuity 
at retirement. As well, Pesando acknowledges that any windfall gain the 
employer might otherwise expect from low annuity rates when inflation is 
high would no longer be available to offset experience deficiencies 
(shortfalls) caused by inflation. 


Pesando acknowledges that the employer would have to assume a 
higher cost, but suggests that "there is no reason, however, that the 
higher costs should not be shared with employees, perhaps in the form of 
lower increases in current wages than would otherwise be the case."(24) 
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How acceptable this cost-sharing would be could only be determined 
through negotiations with employees. To the extent employees were not 
prepared to share the cost, the employer would have to pay. But to 
alter existing funding arrangements in employment plans to a real rate 
of return basis would be extremely costly. When employers are already 
complaining of the cost burdens arising from inflation, it is unlikely 
that this scheme could be used for indexing pension benefits already 
accrued and would therefore be of no assistance to those already retired 
Or who are well into working careers. The scheme also entails the 
additional purchase of annuities from insurance companies with the 
federal government providing a reinsurance fund. Many of the larger 
plans at the present time do not purchase annuities but make pension 
payments directly from the fund. To channel all pension payments 
through insurance company annuities, with additional commissions and 
administrative expense, would probably not be greeted with enthusiasm by 
these employers. 


While Pesando claims that the cost of the proposal to the govern- 
ment should even out in the long run, Donner and Lazar argue that a 
permanent increase in the average level of inflation would result ina 
continuing government deficit to fund the insurance scheme, and that 
short-run implications for government payouts could be serious: 


"To provide an example of where big transfers could occur from the 
fund to the insurance company, consider the following. In 1974 
long-term government securities were yielding 8.87 per cent, while 
the actual recorded rate of inflation was 10.9 per cent. If a 
fixed real yield was assumed to be 3 per cent, then the expected 
rate of future inflation at that time would have been 5.5 per 
cent. In fact, the rate of inflation in 1976 was easily double 
that expectation and in 1977 was considerably in excess of the 
presumed rate. Granted this problem could be minimized over a long 
enough period of time, but the short-run implications could still 
be very severe."(25) 


A general criticism of both Pesando's proposals is that they re- 
quire direct action by the government to provide inflation protection 
for only a selected group in society - those with employment pension 
plans. The second proposal seems even more restrictive as it would be 
limited only to those in defined benefit plans. His second proposal 
cannot apply fully to money-purchase plans since there is no mechanism 
to provide pre-retirement real rates of return. While an escalated 
annuity could be purchased at retirement from a money-purchase plan, the 
cost of the expected inflation calculated into the purchase price would 
result in a much lower initial monthly payment and would not likely be 
attractive to the annuitant. 
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Increase in Canada Pension Plan Benefits 


A further government measure that is often proposed and should 
be considered is an increase in Canada Pension Plan benefits. Since 
protection is limited to specific groups under Pesando's proposals, 
expansion of the government scheme that is already providing full index- 
ing to the CPI is more attractive. Indeed, there are strong arguments 
for doubling Canada Pension Plan benefits to provide 50 per cent of 
earnings up to the level of the average industrial wage. Along with 
the fully indexed OAS, this would fully protect between 60 and 651 per 
cent of the pre-retirement AIW from inflation. The labour movement has 
strongly advocated such a step. (26) 


A similar approach is recommended in the Cofirentes Report (1978) 
on the Quebec Pension Plan. Under that plan retirement benefits would 
be increased from 25 per cent to 50 per cent of earnings up to half of 
the YMPE plus 25 per cent of the balance, making a total benefit based 
on 37-1/2 per cent of the maximum YMPE. Full indexing of this amount 
with the other fully indexed programs would raise overall protection 
against inflation above the present government-guaranteed floor. 


Both proposals, as far as they relate to indexing, have consider- 
able merit in that groups which would benefit from this type of direct 
government intervention represent nearly 100 per cent of the working 
population of Canada. However the Commission does not favour increasing 
the benefits from the CPP for the reasons set out in Volume V of the 
EVOL. 


Indirect Government Intervention 


Employment pensions exist because of voluntary acts by employers 
and agreements made through the collective bargaining process. While 
many employers, occasionally or even regularly, make "ad hoc" adjust- 
ments in pension payments to compensate pensioners for some Of thie 
effects of inflation, almost none has been prepared to incur the costs 
associated with automatic indexing, even with limits. Some critics, 
however, do not accept ad hoc indexing as equitable or sufficient, 
and advocate legislation to require employers to adjust pensions for 
inflation. 


A strong argument for legislative action is based on the "excess 
interest" theory, which may be simply described; If the interest rate 
assumed in the pension plan is 6 per cent and the actual rate of return 
to the fund in the year is 9 per cent, the employer is said to have made 
a gain of 3 per cent from inflation. That gain should then be used to 
index benefits rather than to reduce employer costs. 


In support of this proposal, the Cofirentes Report recommended (27) 
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"That those completely determined pension components, set up 
on behalf of an active or retired participant, be increased 
annually by a percentage which corresponds to the excess of 
the return provided by the pension plan's investments over 
the interest rate assumed at the time these investments were 
acquired." (Recommendation 38) 


"That, aS a corollary to (Recommendation) R-38 if the pension 
components have been determined by discounting a certain 
return, and if the plan is afterwards revalued with a higher 
interest rate, the surplus thus released be applied in its 
entirety to increase the pension set up for the participant, 
with only the excess with respect to the new rate being 
applied towards future increases." (Recommendation 39) 


"That the interest rate used in application of R-38 and R-39 
be that used at the time of the last actuarial valuation 
preceding the publication of the Committee's report." 
(Recommendation 40) 


"That the Quebec Pension Board establish a maximum interest 
rate that can be used in the determination of future compo- 
nents of completely determined pensions. Ideally, this rate 
should correspond to the average, real rate of return of the 
economy." (Recommendation 41) 


"That the interest rate established by the Quebec Pension 
Board also be applied in the valuation of pension components 
under a final salary plan or under any other plan once the 
pension is completely determined (at the time of cessation of 
participation, of retirement, etc.)." (Recommendation 42) 


The Cofirentes Report recognized that there would be difficulties 
with this approach if there were no control over the interest rates 
assumed in the plan and ultimately recommended that the rate be fixed at 
the "real rate" of return which is usually considered to be about 3 per 
cent per annum. 


The concept is initially appealing because it does not appear 
to cost much, if anything. In this sense the term "excess interest" 
is misleading. There is, in fact, a very real cost to the employer 
who in the past has used gains from higher interest rates and capital 
appreciation to offset the cost of improved benefits and costs resulting 
from escalating salaries in final pay plans or from stock market drops 
such as those in 1973 and 1974. There is no mention in the Cofirentes 
Report of any offset for losses. Nor does the theory acknowledge the 
difficulties of achieving real rates of return in pension funds or the 
fact that investment in pension funds is based on long-term strategies 
to meet long-term liabilities and not on a year-over-year approach. 
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Dr. Phelim Boyle elaborated on this point in a paper included in the 
Hall Report on the Railway Pension Plans: 


"Tt is tempting to suppose that the additional liabilities could be 
offset by increased earnings on the assets of the fund. One of 
the main problems in the last few years has been caused by the 
depressingly poor investment performance. Over the last year, 
many plans have not even achieved a positive rate of return (on a 
nominal basis). ‘These additional investment earnings are just not 
there. Consequently, some plans may have difficulty meeting their 
funding obligations under the various Pension Benefits Standards 
ets (23) 


The excess interest approach has been refined by ‘introducing the 
idea of separating the pension fund of active workers from those of 
the retired. When an employee retired, the employer would set aside 
the amount required to buy that person a life annuity in the amount of 
the promised pension benefit at the then prevailing rate of interest 
reflected in current annuity prices. The money would not actually 
be used to purchase an annuity contract from an insurance company, 
but would be set aside in a "pensioners' reserve fund" into which the 
annuity amounts for all pensioners would be transferred. This fund 
would then be invested in the fashion required to meet its specific 
obligations - which could be different from the active workers' fund. 
Any interest earned on the pensioners' reserve fund above the interest 
rate assumed for the annuity, and after a reserve for losses had been 
set aside, would be distributed among the pensioners on some equitable 
basis.” It is assumed ‘that as inflation bises, nominal “imterest races 
rise and therefore there would be a gain in nominal terms that could be 
added to the pension amounts. There would be no additional cost to the 
employer once the money to buy the annuities had been set aside, and 
pensioners could thus be protected to some extent from inflation. 


This proposal, however, must face the complexities of actuarial 
funding. To segregate a fund into two parts would involve assumptions 
about mortality, inflation, and interest rates. These decisions are 
not made once and for all, but are required as each employee reaches 
retirement age. Regulation would be essential to ensure adequate 
funding for the active workers and for the pensioner.(29) The procedure 
would not be comparable to the situation where monies are actually paid 
out to purchase an annuity from an insurance company where a number of 
factors, such as commissions, required reserves, and competition, affect 
the price of the annuity, and the employer's liability to the pensioner 
ceases entirely. 


A more sophisticated version of the excess interest approach, 
and similar in its funding aspects to Pesando's inflation insurance, 
is the requirement that all defined benefit plans be funded using the 
real rate of return in the interest assumption. Pesando, in his latest 
refinement of the government inflation insurance scheme, proposes that 
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the employer isolate the amount required to purchase an annuity equiva- 
lent to the pension benefit at a zero rate of inflation. This amount 
in an inflationary climate of, say, 7 per cent would then be used to 
purchase an escalated annuity that would increase at 7 per cent per 
year. Theoretically, the cost of the escalated annuity and the sum 
isolated by the employer would be the same, disregarding administrative 
expense. In this way the pensioner would be protected from the expected 
7 per cent rate of inflation. If inflation turned out to be in excess 
of 7 per cent, the pensioner would lose to the extent of the excess over 
7 per cent unless the scheme were coupled with government inflation 
insurance discussed above. If inflation were less than 7 per cent, the 
pensioner - or the insurance company, depending on the terms of the 
contract - would win. (30) 


Pesando recognized two problems to implementing this scheme, both 
Similar to those for government inflation insurance. The first is to 
determine the real rate of interest as the basis for funding. Histori- 
cally the rate has varied between 2 and 3 per cent. If the forecasts 
were not accurate, the fund might face shortfalls that would have to 
be satisfied in "real" terms. The employer could not hope for any 
"inflation dividends" to assist with this cost. The second problem is 
for the employer to actually achieve a real rate of return on fund 
investments. In the early 1970s many pension funds were experiencing 
negative rates of return. If equities were not able to earn the real 
rates of return required, then fund managers might be forced to move 
to debt capital financing. Pesando notes that it might be necessary 
to reform the tax system in such a way that it would be neutral to 
inflation so that common stocks might act as a hedge against inflation. 
(od) 


A third and even more important difficulty is that many plans 
now in force are funded on a nominal basis. To convert such plans 
to funding on a real rate of return basis would in effect force the 
employer to assume the full cost of indexing both the pension accruals 
of active members - few of which are now fully funded on a nominal basis 
- and the pensions already being paid. This would result in a greater 
cost to employers than would automatic indexing, which most employers 
have already shown they are reluctant to assume. If funding were based 
on real rates of return, an element of the productivity dividend of the 
economy might be included, providing inflation protection beyond that 
measured by the Consumer Price Index. (32) 


Although his scheme relates specifically to defined benefit plans, 
Pesando points out that money-purchase plans to some degree reap the 
excess interest benefit, because the money-purchase fund will grow with 
higher nominal rates of return to accumulate higher nominal amounts of 
money at retirement for purchase of an annuity of a higher fixed income 
amount : 
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"For parallelism, the members of defined benefit plans could be 
given the option of a higher fixed-income annuity rather than a 
lower but escalating one. Alternatively, to reflect the fact 
that high nominal rates indicate the expected decline in the real 
purchasing power of a fixed-income annuity, members of money- 
purchase plans could be required to purchase escalating - rather 
than high fixed-income - annuities if nominal interest rates embody 
a substantial inflation premium."(33) 


Presumably this could extend to annuities from RRSPs as well as 
money-purchase plans. Note too that all excess interest techniques 
could apply equally to deferred life annuities earned by terminated 
employees. 


The Participating Annuity Option 


The Commission believes that the excess interest approach could be 
utilized on a limited scale, to provide a measure of inflation protec- 
tion not only for those in employment pension plans but also for those 
in RRSPs and with other savings which culminate in the purchase of an 
annuity. This method is basically a right of election for a participat-— 
ing annuity, i.e., an annuity which guarantees a basic monthly payment 
increased by any additional interest earnings on the capital above that 
required to pay the basic amount. The basic amount would be lower than 
that provided by a non-participating annuity, and therefore the retiree 
would be guaranteed a somewhat lower monthly pension. To achieve the 
right of election the Pension Benefits Act would have to be amended to 
give a retiring employee the right to elect a participating annuity at 
retirement. With such a provision there would be a need for regulations 
requiring plan sponsors to separate from the pension fund for active 
members and retirees who do not elect a participating annuity, the 
amounts required to provide pensions to retired members who elect a 
participating annuity. ‘The new fund thus created could then be invested 
in a way compatible with the needs of the retired group, and any income 
above the requirements for the basic pensions would be distributed 
among the pensioners. Interest rates used in determining the amount of 
the new fund would have to be controlled by the Pension Commission of 
Ontario to ensure a fair division between the two funds. 


In order to continue the operation of the present pension concept 
it would be necessary to have the employer continue to guarantee the 
basic pension (the guaranteed amount of the participating annuity) to 
the retiree. Therefore if earnings on the retired lives fund were to 
fall below the amounts required to secure the basic contributions, the 
employer would be required to make additional contributions into the 
participating annuity fund. In addition the employer would bear the 
effect of any mortality gains or losses in the retired lives fund. 


In the larger plans the employer usually provides the pension 
payments out of the pension fund. However, where the pension plan 
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Sponsor chooses to buy an annuity from an insurance company to satisfy 
its pension obligation the retiring employee would also have the option 
of choosing a participating annuity. Regulations under the Pension 
Benefits Act would have to provide that the initial basic or promised 
pension resulting from the plan formula on a participating basis would 
be the same regardless of whether the payment were made from a retirees' 
fund or by an insurance company. Therefore any additional cost arising 
from insurance company charges would have to be borne by the employer. 


The Commission sees the participating annuity as an inflation 
protection for retired pensioners. To be successful, it will require 
education of employees in the nature of the option available. The em- 
ployer would be deprived of the "inflation dividend" on that part of the 
pension fund required for the retired lives participating annuities. 
But if the option is successful and provides increased monthly pay- 
ments, if nominal interest rates rise with inflation, there will be less 
pressure for indexed or ad hoc adjustments. Except for increased cost 
to the employer arising from the loss of any excess interest on the 
retired lives participating annuity fund, the option of a participating 
annuity preserves the status quo and leaves inflation protection to the 
individual. The same option should be available to participants in 
RRSPs where the guarantee of the basic monthly payment is part of the 
contract with the insurance company issuing the annuity, and also for 
annuities purchased under the mandatory plan discussed in detail in 
Chapter 12. The scheme therefore has the virtues of being optional 
for employees and universal in its application to several forms of 
retirement income. 


Collective Bargaining 


If one favours a position of minimal government interference, 
it is necessary to assess what pressures will be brought to bear in 
other ways to bring about inflation protection. As we have seen, some 
private-sector employers have made allowance for increases in pensions. 
Four courses have developed: 


1. Ad hoc Adjustments 


Employers favour this approach because the cost can be calcu- 
lated before the liability is incurred. 


2. Improving Benefits by Negotiation 


This is the usual approach when a pension plan is part of a 
collective agreement and is expressed in terms of flat dollar 
benefits of, say, $10 a month for each year of service. The 
amount of basic monthly benefit is renegotiated with the col- 
lective agreement to keep pace with cost-of-living increases. 
While primarily a method of pre-retirement adjustment, current 
pensions are frequently increased at the same time. 
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3. Adjustment Funds 


Separate funds may be set up to provide the indexing adjus- 
tment, usually with employer and employee contributions. This 
method is found in the public sector. 


4, Update of Career Average Plan or move to Final Average Pay 
Plans 


This change serves as a pre-retirement adjustment and keeps 
pace with rising wages. 


These approaches, and others which may be developed may result from 
the operation of the collective bargaining process. Jf this is to be 
encouraged as an answer to inflation protection it is also necessary 
to ensure that such protection will in fact be provided. Given the 
Original promise of the employer to provide a defined amount at retire- 
ment, and assuming that any employees' contributions have been fair in 
relation to the benefits and the actuarial funding assumptions, it 
follows that employees are not entitled to make any additional claims 
against the pension fund. Unless the plan is in a surplus position, 
its solvency will be undermined by any benefit increase without the 
necessary additional funding. If indexing adjustments are paid out of 
the pension fund, there may well be a shift of funds from the eventual 
basic benefits of active employees in favour of those who have retired. 


Under the Pension Benefits Act (Reg. 654, 2a) an "escalated adjust- 
ment" - that is, one based on an index - need not be prefunded; but its 
current cost must be met by additional current payments into the plan. 
If the plan is wound up, unfunded escalated adjustments must be cut back 
before any reduction of basic benefits is effected. This exception to 
the normal funding rules (actually a pay-as-you-go feature) may be 
justified on certain practical grounds: it recognizes an urgent and 
presumably temporary need for some flexibility in pension funding; it 
does not jeopardize solvency related to the basic plan benefits; and 
it avoids the question of how an indeterminable future expense should 
be measured for purposes of pre-funding. An obvious drawback is that 
the indexing commitment itself, unlike the basic pension promise, is 
unprotected by the regular funding requirements and therefore is valid 
only so long as the employer remains in business and maintains the 
required contributions. Unless employees and especially pensioners 
understand the essential lack of security for index-based adjustments, 
they may be severely disappointed at some future date when a significant 
portion of their benefits is eliminated. 


Although recent pressures on pension funding have arisen from 
a combination of the move to final average earnings plans, rapidly 
increasing salaries, and poor investment returns, similar problems 
are found in updated career average plans and flat dollar plans. In 
the latter, increases in benefit levels are commonly negotiated when 
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the collective agreement is renewed. Because the amount of benefit 
improvement in either case is not an "escalated adjustment" it must 
be reflected in the funding schedule as part of the long-term promise. 
However, whatever degree of inflation protection is achieved in this 
way may be illusory. In the event of a wind-up before the unfunded 
liabilities have been met (i.e., up to 15 years following a retroactive 
improvement) a substantial part of the promised benefit may suffer 
from the same fate as an "escalated adjustment" in order to use the 
assets as fairly as possible. The potential weakness in funding where 
new unfunded liabilities are created every two or three years is well- 
known to the supervisory authorities, but is generally unknown to plan 
members until they are affected by a plan closing or other crisis which 
terminates the pension plan. Pensioners stand an even greater risk where 
either indexed or ad hoc increases have been granted or negotiated. 


The Superannuation Adjustment Funds of the Ontario and federal gov- 
ernments are Similarly capable of misleading the employee or pensioner. 
Operated on a strict pay-go basis, neither is assured support from the 
Consolidated Revenues of the government should there be insufficient 
funds. In the case of Ontario's Public Sector Superannuation Adjustment 
Fund, the contribution levels - 1 per cent by employers, 1 per cent by 
employees - are fixed under the Act until January 1, 1981, regardless of 
how the fund fares.(34) After that date, contribution rates will be 
determined from time to time by a review committee and presumably will 
change as required. This situation raises the question whether public 
sector employment plans should follow the funding practices established 
for private sector plans. In Ontario both sectors are regulated by the 
Pension Benefits Act, and it would seem reasonable that any rules for 
funding of adjustments should apply to both. 


Voluntary adjustments through the collective bargaining process 
are also subject to some particular disincentives. The first of these 
arises from the interaction of the government floor programs and employ- 
ment pensions. The problem is stated by the Ontario Advisory Council on 
Senior Citizens: 


"The combined effect of GIS and GAINS produces a disincentive to 
the indexing of private pension benefits in that any recipients 
of GIS and GAINS would not benefit from moderate indexing of an 
employer's pension benefits; he would receive a larger monthly 
amount from his employer's plan and a correspondingly smaller 
amount from GIS and GAINS." (Brief 154, p. 13) 


The Council believes that the existence of the "tax-back" provision 
in the GIS and GAINS programs discourages the employer from making 
inflation adjustments. However, income-tested programs necessarily 
involve some degree of offset for money received from other sources. 
The combined GIS-GAINS mechanism, described in detail in Chapter 5, 
involves a "tax-back" or reduction in benefit of less than the full 
amount for increases in outside income except within a fairly narrow 
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corridor of supplements. When it is considered that the income guar- 
antees are escalated at quarterly intervals between the dates at which 
the annual determination of eligibility and supplement amounts 1s made, 
it will be seen that these programs offer little or no problem to the 
employer who wishes to adjust pensions in payment. 


For those eligible for supplements, tax-back arrangements might 
be adjusted in a variety of ways to allow a faster or slower rate of 
reduction; but at some point the operation of an income guarantee will 
reduce benefits for some and deny benefits to others. The Commission 
does not recommend any change in the tax-back for GAINS. 


A second disincentive related to post-retirement adjustments is 
found in the general absence of pensioners from the collective bargain- 
ing table; or, as some have expressed it, the freedom of employers 
and unions to disregard the needs of retired employees. From this 
Observation, if unqualified, it might follow that we should not look 
to the bargaining process for answers to the problem of inflation pro- 
tection for pensioners. It might even be argued that unions, if given a 
voice in this area, would face a conflict of interest to the extent that 
they were called upon to determine how the negotiated wage and benefit 
"package" should be shared with persons no longer in the bargaining unit 
or, usually, in the union. Certain facts are clear, as pointed out by 
several groups during the hearings: retired workers neither have the 
necessary economic strength to bargain directly with employers, nor are 
they in a position to ensure that a recognized bargaining agent will act 
on their behalf. The Labour Relations Act, while it does not expressly 
prohibit a union from attempting to represent retired workers, does not 
Oblige any union to do so nor does it require the employer to respond. 


In practice, the lack of legal authority does not appear to have 
prevented many unions from bringing pensioner matters to the bargaining 
table. Some do so as a regular practice and with little obvious objec- 
tion in principle from the employers. It would seem, although the 
statistics in this connection are sketchy at best, that the question of 
a unlonts dlegaliamight to represent thesretired group as Ob iconcs deme ly 
less importance than the willingness of both parties, employer and 
union, to demonstrate their responsibility to the community by consider- 
ing the needs of people outside the formal bargaining unit. Where the 
law is most likely to act as an absolute bar to negotiations for current 
pensioners is in certain highly structured bargaining situations, as in 
some parts of the public service, whose scope is limited by specific 
legislation. 


Whether or not steps should be taken to bring the pensioner to 
the bargaining table - either directly or through established unions - 
involves the consideration of many issues not related to pensions. As 
things now stand retired workers cannot rely on the collective bargain- 
ing process to obtain any reliable protection of purchasing power. 
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CONCLUS IONS 


Having reviewed the indexing question in depth the Commission 
reached some unanimous conclusions: 


- Government programs - the OAS, GIS, and CPP - should continue to 
be fully indexed to the Consumer Price Index to provide a floor 
of protection against loss from inflation. 


- The employer has no legal or moral obligation flowing from the 
nature of a pension to ensure that pensions are protected from 
inflation either before or after retirement. 


- Government should not, through legislation, oblige employers who 
have pension plans to provide any type of inflation protection, 
with the exception of the participating annuity option discussed 
above. The latter, however, constitutes nothing more than a 
balancing of the use of capital accrued by the employer on the 
employee's behalf, and in contributory plans the capital accrued 
from employees' contributions. 


- The collective bargaining procedure should be allowed to operate 
so that with adequate information about cost, employers and 
employees can determine what measure of inflation protection, if 
any, Should be provided and by what means. 


per tiesfundingwor allptypes' of antlation. protection ishould be 
regulated by the Pension Commission of Ontario for both pri- 
vate sector and public sector employment plans in such a way 
that basic pension benefits are in no way undermined. Serious 
consideration should be given to protecting contributors to 
pay-as-you-go adjustment "funds" from misunderstandings and 
misconceptions, and to discontinuing the use of this method. 


Tne Commission also recognizes that many now receive pensions that 
are Clearly inadequate for living with today's prices. No amount of 
indexing will cure their problem. They must instead turn to the govern- 
ment support programs already in place and fully indexed. 


Current concern with inflation protection should not be allowed to 
odscure the more fundamental problem of providing a sufficient amount of 
retirement income to begin with. Up to the time of retirement the goal 
is, or should be, to earn (or vest, or otherwise secure) a pension that 
bears a reasonable relationship to one's earnings. If that objective is 
achieved, the inflation problem is largely reduced to one of preserving 
the purchasing power of the pension after it has commenced. Put simply: 
the more adequate the pension at retirement, the longer the period 
before inflation will begin to hurt. Obviously, many thousands of 
pensioners today are suffering because their pensions on retirement were 
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deficient at the outset; inflation protection alone cquld serve at best 
only to stabilize an already unsatisfactory level of real income. 


It is clear that cost is a very real limiting factor for indexing 
and that the most generous inflation protection has come in the public 
sector where cost considerations are less visible and hence less press- 
ing. However, we must not forget that compensation in both public and 
private sectors is subject to collective bargaining and this factor 
makes it unlikely that any existing differentials will remain unchanged. 


Timing and Cost 


The issue of the cost of indexing has brought forward proposals 
on the suitable time for indexing to take effect. Some argue that any 
retiree could bear a loss of purchasing power for three years, so that 
no indexing should start until three years into retirement. A less 
arbitrary approach along the same line is to say there should be no 
indexing until cumulative loss of purchasing power based on the CPI 
reaches, Savi 20) Or 25. per. Cent.p i hi sumightseceury Onl yam imeem raece 
years of retirement if inflation were at traditional levels. With 
double-digit inflation, however, the critical point could appear in 
two years. A further argument holds that the normal retirement age of 
65 is the time from which indexing should start on the ground that 
earlier retirement is a matter of individual choice and should not bring 
with it inflation protection the person could have obtained through 
continued employment. Where indexing has been adopted by employers, 
most have preferred to limit their liability in a more explicit manner — 
by the use of annual "caps" for example, or by adjusting pensions only 
for CPI increases above a certain annual percentage. Evidently the 
timing techniques either do not promise a significant cost reduction 
(if early retirements were excluded, for instance) or the prospect of 
an indefinable future liability is considered to be of much greater 
importance. 


Individual Initiative 


We have noted throughout our discussion of indexing that the debate 
has focused on defined benefit pension plans. There has been little or 
no concern for money-purchase plans, flat dollar plans, deferred profit 
sharing plans, RRSPs, or investments made with tax-paid dollars. ‘Those 
with such arrangements are also faced with the same loss of purchasing 
power in rising inflation. Therefore, if any steps are to be taken to 
provide inflation protection through legislative action, the Commission 
recommends that it be done on a universal basis. The Commission recog- 
nizes that universality can be virtually assured by expanding government 
programs as such, but we prefer to encourage individual initiative in 
line with our overall view that provision of retirement income is still 
an individual responsibility. Therefore, rather than increase the basic 
floor for government old-age assistance programs the Commission proposes 
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to extend a measure of inflation protection, through the income tax 
system, to the retirement income people receive from various sources. 


INFLATION TAX CREDIT 


The Commission proposes the introduction of a refundable tax credit 
to offset the loss of purchasing power of retirement income through 
inflation, up to a maximum level of income. Toils, approach offers 
several advantages: 


1. The protection is available to all persons in retirement and not 
only to those with selected types or sources of income. 


2. The protection can be geared to protect income beyond the floor 
level provided by existing government programs, so that the 
individual who has saved to set aside assets to provide income 
in retirement can have assurance that at least part of these can 
be preserved, and therefore that saving is worthwhile. 


3. The protection is flexible so that it can easily reflect changes 
in the inflation rate. It is flexible for: 


er) amount of protection for each dollar of income, 

(12°) level of protection for total amounts of income, 

(iii) timing of protection so that protection can be given 
when it is actually needed. 


4. The protection is easy to administer because it is part of a 
tax system already in place and familiar to Canadians. 


This is not a unanimous recommendation of the Commission. One 
Commissioner does not agree that any action beyond indexing as it pres- 
ently exists in government programs should be legislated directly, 
or encouraged indirectly through legislation. The Commissioner is 
of the opinion that: "the combination of full indexing of government 
programs and extra tax deductions for pensioners is already providing 
a reasonable degree of protection. The more automatic protection 
there is, the fewer choices individuals have to make where values and 
prices can be influenced and the more inflation is built into essential 
commodities and services; the overall cost of the proposal will prove to 
be unaffordable or unreasonable in terms of the burden on the economy as 
a whole and the commitment we will be asking the younger work-force to 
make good on." 


Refundable tax credits are not new. Ontario has successfully 
operated for some years a system of refundable tax credits for propeney 
taxes and sales taxes and pensioners, known collectively as the Ontario 
Tax Credits. Manitoba has similar credits including a cost-of-living 
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credit. Recently, the federal government introduced a Child Tax Credit 
in lieu of increased Family Allowances. 


The Manitoba credit applies to nearly all persons over age 16, 
whether orenot ‘they pay income tax. “It 4s ta*credirt-of 3) per cent OL 
the total of personal exemptions, blind or bedridden deductions and 
education deduction, less 1 per cent of taxable income. This is a very 
modest protection and is only indirectly geared to loss of purchasing 
power. The Commission's approach tries to deal more directly with the 
problem. The Manitoba cost-of-living credit confirms that the approach 
1s open to Ontario and any other province which might wish to adopt it. 


The Commission has not attempted to draft a detailed proposal for 
the inflation tax credit, but the principle and operative features may 
be described as follows: (35) 


Purpose 


To protect from inflation that part of eligible retirement income 
above the amount already fully indexed through OAS, GIS, and CPP, up to 
a maximum amount of such income determined by an assessment of social 
objectives. 


Income Eligible for Protection 


Income from sources traditionally considered to be retirement 
income including pensions, annuities, RRIFs, DPSPs, periodic payments 
such as disability pensions and Workmen's Compensation, but not earnings 
from employment. 


Personal Eligibility 


A person should be aged 68 or over, resident in Canada at least six 
months of the year in which the credit is claimed and not earning from 
self or other employment in the year in which the credit is claimed an 
amount greater than the basic personal exemption for the year ($2,430 in 
1978, the year taken for our examples). 


In our opinion, there is no reason for providing inflation protec- 
tion in the first year of retirement before any appreciable loss from 
inflation is suffered. Therefore we would postpone eligibility until 
the calendar year in which the person applying reaches age 68 and has 
retired, since while employed the person may be expected to offset 
the effects of inflation through earnings. We have utilized the age 
65 concept in this approach since that age for retirement is widely 
accepted and is the eligibility age for government benefits. Those who 
retire early for disability will have some measure of protection prior 
to 65 through other programs. For the person who chooses to continue 
working after 65 we would not delay the inflation protection for three 
years from actual retirement; postponed retirement may actually save the 
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taxpayer money. Mortality factors at age 68 control the expense of the 
tax credit and at age 68 are significant. They work to underscore the 
purpose of inflation protection, i.e., to provide an answer to the fear 
of living so long that retirement income will not meet current living 
requirements related to an individual's former standard of living. 


Maximum Amount Eligible for Credit 


Government programs like OAS, GIS and the CPP are already fully 
indexed. Our proposed tax credit attempts to protect income above the 
levels of the government programs to encourage individual efforts to 
provide retirement income. However, the resources through the tax 
system are limited and the Commission has considered very carefully what 
level should be protected. We recognize that with rising inflation the 
government programs will continually increase the floor protection and 
that to choose a fixed maximum for the tax credit would eventually re- 
sult in the government income guarantee overtaking the maximum protected 
by the tax credit. Therefore we require a maximum which will rise with 
the government program floor. We rejected the Average Industrial Wage 
because it affords protection at too high a level at present in relation 
to our tax resources. Over time the AIW is likely to rise more rapidly 
than the Consumer Price Index to which government programs are tied. We 
rejected the YMPE of the CPP on the same grounds. We have therefore se- 
lected a maximum based on twice the total of the OAS and maximum CPP for 
the year in which the tax credit is claimed. (All figures are rounded.) 


Calculation of the Maximum Protected Level 1978 
OAS SIP 903 
CPP 2,035 


The Inflation Tax Credit would then be calculated as follows: 


Single Person Age 68 in 1978 
Total income: 


OAS ol, 903 
CPP Leo 
Employment pension 6,000 
RRSP annuity 4,000 $14,236 
Eligible Income 
Employment pension 6,000 
RRSP annuity 4,000 AS 0, 000 


Maximum Eligible for ITC 
Lesser of A and $8,472 less Federal and Ontario 8,472 
income tax on $8,472 at the taxpayer's 
Macding lL rate, Say yao. 2 npe Celts 2,650 
Soe pa! 
(Tax is deducted since it is the purchasing power 
of net disposable income which is to be protected.) 
Amount Eligible for Inflation Tax Credit $5,822 
times inflation rate for 1978, say 09 
Inflation Tax Credit to be applied as a credit 
against any income tax payable with any credit 
balance to be refunded as an income tax refund S 924 
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The effect of the credit is to put $524 back into the taxpayer's pocket, 
thus maintaining the purchasing power together with the fully indexed 
government plans of $8,472 of income less any income tax payable in the 
ordinary course. The Inflation Tax Credit would be cumulative from age 
68. For example, in 1979 the ITC would be calculated as follows: 


Single Person Age 69 in 1979 
Maximum Protected Level 
OAS S2,006 
CPP 2,616 
$4,622 x 2 = $9,244 
Total Income 


OAS 2,006 
CPP 27542 
Employment pension 6,000 
RRSP annuity 4,000 
LOT SRITG 524 StS O72 


1978 ITC is added to be eligible for credit and subject to income tax as 
would increased payments from any indexed pension. 


Eligible Income 


Employment pension $6,000 
RRSP annuity | 4,000 
LEGAL TS 5242) As $107524 


Maximum Eligible for ITC 
Lesser of A and $9,244 9,244 
Less income tax on $9,244, say Vad: S, 


Amount: Eligiblesfor [1c 


x Cumulative inflation rate 6,o19 
UJ SEOr 9 / Oe 09 Orel oO) Cel Ofer acene vhs 
Intlation Tax Credit Ses 


The same calculation with a changing maximum level eligible for 
protection and changes in actual inflation rates would continue until 
the death of the taxpayer. If at death there were a derivative survivor 
pension or annuity, the amount of the survivor benefit would be eligible 
for the ITC regardless of the age of the survivor. 


In the examples we have shown how the credit might work to provide 
a measure of inflation protection above what is already fully indexed by 
the government and below a level of income where a person may reasonably 
be expected to bear the full burden of inflation. This would provide 
some incentive to the individual to provide some additional retirement 
income beyond what is offered through government programs with the 
assurance that it would retain some measure of its original purchasing 
power. 
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Some Areas of Criticism 
l. The Inflation Tax Credit and the Married Person 


We propose that there be no difference in the maximum level to be 
protected as between single and married people. We are looking at 
preservation of assets and income streams saved during the working life 
of an individual regardless of marital status. GIS and GAINS reflect 
marital status because they are geared to subsistence needs where the 
Support of two persons on one income will not achieve the social goal. 
The Inflation Tax Credit has a different goal, the encouragement of 
individual incentive to save. If both husband and wife have eligible 
income to which the ITC could apply, they should both be entitled to 
claim the credit. There may be a slight increase in the credit for the 
married person whose spouse has no income above that for a single person 
because the deduction for income tax to determine the eligible income 
for the married person will be less. 


2. Limits on Those Entitled to Protection 


As the examples are constructed the retirement income of even those 
at very high levels of retirement income would be protected, although 
the deduction of the taxable portion of eligible income at marginal 
rates provides some reduction. It would be reasonable, however, to make 
those above a certain level determined by a multiple of the protected 
level, for example, say 2 or 3 times the total income, ineligible for 
any part of the Inflation Tax Credit. 


3. Interest and Dividends Not Protected 


In the example, income from interest and dividends is not eligible 
for the credit. It may be argued that if a person has purchased a house 
to provide income in retirement, has sold the house and now receives 
mortgage interest from it or has invested the capital in stocks and 
bonds that this income also has the character of retirement income and 
should be protected. Such income up to $1,000 is currently tax-exempt 
at any age. Perhaps this deduction should be indexed to inflation 
for those 68 and over. The deduction should probably be waived as a 
condition for eligibility to claim the ITC on such incame. 


4. Time for Eligibility 


We have adopted age 68 as the commencement point for the Inflation 
Tax Credit. Eligibility should not start before retirement; hence, 
earned income in the year for which the credit is claimed should not 
exceed the basic personal income tax exemption. It should not start 
before age 65, since otherwise it might provide an undesirable incentive 
for early retirement. 
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5. Time of Payment 


Refundable tax credits, designed to assist those at lower income 
levels, are often criticized if payments are made after the year in 
Which they are earned; e.g., Ontario Tax Credits are paid through a tax 
return filed after the calendar year end. This is not a problem in the 
same degree for Inflation Tax Credit since the protection is being given 
to those above the levels where payments on a current basis might be 
considered indispensable. 


6. Double Indexing 


Should an employer pension already indexed be eligible for the ITC? 
In view of the limited band of income we propose should be protected, we 
cannot recommend the abolition of all indexing or adjustments in order 
to avoid the double indexing problen. 


Summary 


If basic needs are protected through the government programs by 
full indexing to the Consumer Price Index (OAS, GIS and CPP) and if 
individual saving for retirement is encouraged through the protection of 
income above the government benefit levels to a suitable degree, through 
an Inflation Tax Credit or some other means of universal application, we 
believe that the problem of inflation is sufficiently answered. The 
fully indexed pensions of government employees are certainly main- 
taining pension purchasing power, but the need for such maintenance is 
questionable and in terms of cost to the taxpayer and the benefit to 
only one group is not justifiable. We believe that pressure will and 
should be brought to bear to equalize the position of government and 
private sector employees. If the issue of inflation is dealt with in a 
reasonable way to afford some protection, employers, government and 
private alike, would then be free to attack the much more important 
question of adequate pensions at retirement through improvements in 
basic pensions. 


Throughout this chapter we have emphasized the narrow scope of 
the indexing debate, and it is on this ground that the Commission has 
rejected any proposal to legislate inflation protection for pension 
plans. The tax system, which is eminently designed to deal with income- 
related matters, is the logical place to turn for an equitable answer to 
a problem which affects all segments of society. 
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annuities be set by the Pension Commission of Ontario at, say, 
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Chapter 11 


Additional Limitations of Pension Plan Design 


INTRODUCTION 


In the preceding chapters we have discussed some of the broad 
problems related to employment pensions: lack of universal coverage, 
loss of entitlement, defects in the structure for assuring payment of 
the pension, and the effects of inflation. This chapter deals with 
important problems which arise from the basic design of many pension 
plans. Each of these problems - defined benefit design, form of bene- 
fit, survivor benefits, and integration with government programs - 
involves a feature developed for a specific purpose. In achieving that 
purpose, however, the technique or method creates certain inequities 
which, if possible, should be remedied. In this phase of its work the 
Commission has encountered some particularly difficult questions involv- 
ing social purpose, individual claims, and how these may be reconciled. 


THE DEFINED BENEFIT PLAN 


Defined benefit plans in various forms cover 92.3 per cent of mem- 
bers of employment pension plans in Ontario.(1) Most of the large plans 
are of this type. The benefit formula, as described in Chapter 7, may 
be a flat benefit per year of service or one based on average earnings - 
career earnings, Or earnings in the final years of participation. 


Throughout the briefs submitted to the Commission and in public 
hearings, criticism of existing pension arrangements has been focused on 
problems inherent in the defined benefit design. While it may be that 
a pension of 2 per cent of final earnings per year of service is ade- 
quate for the employee who stays with the same employer for thirty-five 
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years, it appears that the design of such plans is not responsive to the 
everyday Situations of most Ontario workers. 


Mobility of Labour 


Given the reality of a mobile labour force, the lack of immediate 
vesting is a serious and obvious defect in all pension plans. Even 
with vesting, however, a loss of potential pension occurs each time 
a person changes employers. The amount vested, regardless of the 
plan type, is determined by conditions at the time of termination; it 
will not be increased by virtue of subsequent salary increases or plan 
improvements. Interest continues to operate, whether to provide a 
specific benefit amount (as in a defined benefit plan) or to add to 
the individual account that will buy an annuity at retirement (the 
money-purchase method). In either case, however, inflation will reduce 
the purchasing power of the eventual pension - most obviously in the 
case of a defined benefit but still seriously in a money-purchase plan 
unless its investment experience is unusually favourable. Defined 
benefits are visibily outdated by inflation: for example, a deferred 
pension of $50 a month established in 1971 would have a "real" value of 
only $25 by the end of 1979. 


Let us look at what happens in a contributory defined benefit plan 
with a final average benefit formula: 


Worker A, age 30, joins employer X's contributory defined benefit 
plan. The worker contributes 5 per cent of earnings towards a pension 
promised at age 65 equal to 2 per cent of salary for the best five years 
of service times years of service. Thirty-five years later, the worker 
retires from the employment of employer X with integrated government 
and employer pensions equal to 70 per cent of pre-retirement earnings 
(although less than 70 per cent of the last year's earnings). 


Worker B, age 30, joins employer X's plan with the same pension ex- 
pectation as Worker A. At age 35, B's job becomes redundant. Employer 
X refunds B's five years of contributions plus interest at 4 per cent 
per annum. B goes to work for employer Y whose pension plan has the 
same benefit formula as employer X's. B stays with employer Y for 9 
years. When employer Y wants to move B's job location, B's spouse 
objects and B, now 44, looks for other employment. Employer Y refunds 
B's 9 years of contributions with no interest (as none is required 
to be paid under the plan). B joins employer Z and finds a defined 
benefit plan with the same benefit formula as that of the Ebest. two 
employers. This time B remains until reaching 65, retiring with a 
pension calculated as 2 per cent of the best five years of service with 
employer Z times 20 years. When integrated with government pensions, 
B's income may be about 50 per cent of pre-retirement earnings. 


Worker A and Worker B have both been diligent workers over a 35 
year span. Under the same system A recelves a "70 per cent" pension. B 
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receives a "50 per cent" pension plus whatever the returned contribu- 
tions invested at current rates over the period might buy in the form of 
an annuity at age 65. Time alone, however, prevents compounded interest 
from increasing B's total monthly income to that provided A by his 
pension. Who has failed, Worker B or the "system?" 


The difference in results for Workers A and B arises in three ways: 


1. The present vesting rule of 45 and 10 did not protect B so that 
his contributions could remain in the pension plans of Employer 
X and Employer Y and provide him with a pension at age 65; but 
even if it had, B would have been entitled only to the amount 
of pension his own and the employer's contributions would have 
purchased at the time of his termination of employment. At the 
age he had attained on each termination it is highly unlikely 
the employer would have had to contribute much if anything 
toward the purchase of his accrued pension. In any case, the 
accrued pension would have been calculated on the best 5 years' 
salary for his periods of enployment with employers X and Y, 
not on the higher salary base he could normally expect toward 
the end of his working career. 


2. Each of employers X, Y, and Z has honoured the commitment under 
the terms of the pension plan. Even if B invested all of the 
returned contributions from Employer X and Y in conventional 
investments, the lack of any employer contributions and the 
time lost for compounding interest would prevent B from equal- 
ling A's position at retirement. 


3. What happened to the interest Employer XK and Employer Y earned 
on B's contributions? If Employer X earned 6 per cent a year 
on his fund but paid B interest at only 4 per cent, the differ- 
ence remained in the pension fund and was used by Employer X 
to pay for the pensions of other employees. In the case of 
Employer Y, all interest earnings on B's contributions remained 
in the pension fund to reduce the overall cost to the employer. 


One justification for these differences is that defined benefit 
plans were designed primarily to benefit the long-service employee, and 
this fact is known to the employee who accepts a job with an employer 
having such a plan. But can it realistically be said that the pension 
plan is subject to negotiation between the employer and the individual 
employee? In the labour market the job seeker must take the pension 
plan as he finds it even if he expects to remain only for a short time. 
If we accept the long-service rationale, then the employee is deemed 
to assume the risk of not remaining with the employer to retirement, 
and with it the principle of pooled funding whereby those who remain 
to retirement receive the benefits accruing to the fund from those 


employees who die or terminate employment before retirement or before 
their benefits are vested. 
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The job history review in the Consumer Survey discussed previously 
shows the reality of the job market for workers in Ontario. Table 7 of 
the Consumer Survey gives a breakdown for job mobility by age group 
wnich shows, for example, that even after three jobs only 25 per cent in 
the 35-54 age group did not change jobs again; and even after six jobs 
only 45 per cent did not move again. The average duration of jobs held 
for those now aged 55 and over was only 9.22 years. Even allowing for 
the large number of women who return late to the work-force and whose 
short periods of service would reduce the average duration for this 
group, it is clear that few could have conformed to the career pattern 
for which defined benefit plans are designed. 


Labour mobility is a fact of life in Ontario and it is not confined 
to the young employees. While the restlessness of the early 1970s may 
have had a marked effect on job tenure, there appears to be a long-term 
departure from the once-prevailing pattern of a lifetime career with one 
employer. 


Therefore it seems questionable to support through the tax systema 
plan design which benefits fully only long-service employees and which 
(by default) prevents short-service employees from receiving adequate 
pensions. Every short-service employee under these plans is a potential 
recipient of government assistance after retirement since, despite the 
care with which the person may plan for future retirement, there is 
little hope of achieving a work pattern that will yield the optimum 
pension under a defined benefit plan. Women especially are at a disad- 
vantage. Their careers usually are broken either for raising children 
or for the care of the household, including aged relatives. The break 
in employment most often occurs around age 25 - before she has accrued 
any vested pension credits, except CPP - and ends in the late thirties. 
Paid employment then continues to age 65 or until her husband retires. 
Meanwhile the wife's work pattern, if influenced by the husband's, is 
likely to be intermittent. And, where the husband's pension credits may 
continue if his employer moves him to another city, his wife loses the 
benefit of unbroken service in any plan to which she belongs. With 
almost 50 per cent of the work-force in Ontario now made up of women, 
the inequitable aspects of vesting in defined benefit plans are more 
visible than before; although the rules of the game obviously make for 
very few "winners" - male or female. 


It should be pointed out that discontinuity of pensionable service 
is not always simply a matter of moving from plan to plan. Our iJLus— 
trations assumed that on each change of enployment Worker B was able to 
enter a plan with the same benefit formula. But if the next employer 
had no pension plan, B would have no opportunity to accrue credits 
during several years of work-life, and no opportunity to make up FOE 
that loss in a later period. Thus, the ability of B to acquire a 50 per 
cent level of retirement income - as unsatisfactory as that may be — 
depends on an almost ideal assumption. 
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We have seen in a previous chapter how the problems arising from 
breaks in pensionable service by change of employers cannot be cured 
even by immediate vesting or reciprocal transfer arrangements. Any 
attempt to solve the service problem by these means requires elaborate 
mechanisms which in turn must be regulated by government. We have also 
seen how, even with immediate vesting, the mobile younger worker in a 
career average plan can expect the vesting rule to secure only his own 
contributions. Only in a universal plan with immediate vesting can 
continuity of pensionable service be assured. 


Subsidies Among Plan Members 


We have also seen how broken service creates age and service in- 
equities, with younger and short-service employees subsidizing the cost 
of the plan to the benefit of the older and longer service employees 
through reduction in employer costs. Where a plan pays no interest or 
only minimal interest on refund of an employee's own contributions, it 
is clear to employees that a subsidy is involved and that they are 
paying or=1t% 


A more fundamental problem is the relationship of employee and 
employer contributions. In group funding, benefits are paid from a pool 
created by employer contributions and, in contributory plans, employee 
contributions. Only the rate of employee contributions is known to the 
members in a typical plan; the employer's share fluctuates with changing 
total costs and is seldom if ever communicated to the employees. Hence 
the popular belief in contributory plans that the employer puts in 
contributions which match those of the employee. In a defined benefit 
plan this is not true for each individual or for the group. In some 
circumstances the employer will pay in much more than half the cost 
of pension for an individual employee. But the very nature of group 
funding makes it impossible for the individual to know what part of the 
cost is being paid for by him or her. This means that the employee does 
not know either the extent of the subsidies nor the true cost of his or 
her benefit. 


Costs in a defined benefit plan are primarily those: associated with 
immediate pensions rather than deferred (vested) pensions. As a result, 
the total cost and its distribution among employees in the group will be 
affected in a significant way by a change in the rules and practice 
relating to retirement age. An increasing emphasis on early retirement 
without actuarial reduction of accrued benefits leads to a shift in cost 
from the younger to the older employees. The extent and rate of this 
shift depend on whether such "early" retirement is entirely voluntary 
and whether the older employee's pension prospects (including the pres- 
ence or absence of supplementation in the form of indexing or bridging 
benefits before age 65) are sufficiently attractive. Nevertheless, a 
policy of encouraging early retirement is certain to change the pattern 
of internal subsidization to the disadvantage of all short-service 
workers. Those now in the younger group who remain until retirement may 
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expect to benefit similarly from the subsidy process. Unfortunately, 
the younger employee has no assurance, even with a long-term commitment 
to the same job, that the employer and the pension plan will remain 
in business long enough to provide the promised benefits. If the plan 
is wound up, active employees will lose all rights they might have 
had to early retirement. More serious, however, is the reduction 
or elimination of individual entitlement that will be necessary if 
the plan is less than fully funded. Where early retirement has been 
utilized extensively, the share of assets available to cover benefits 
for non-vested members (and in some cases others) may be virtually 
non-existent when the plan is terminated. In that event many employees 
will find there is nothing left of their "deferred wages" which in 
effect have been used to subsidize pension benefits for the older and 
longer-service group. 


However acceptable the objectives and techniques involved in any 
particular defined benefit plan - and the Commission recognizes that 
many such plans are a product of mutual agreement through collective 
bargaining - it is clear that the cross-subsidies inherent in the design 
are not easy to reconcile with the theory that pensions are deferred 
wages. Certainly the notion of individual equity implicit in most 
briefs received by the Commission (in effect, "this is my money") is 
incompatible with the way "my money" is allocated in a defined benefit 
plan. 


Funding 


Perhaps the greatest concern engendered by the defined benefit 
design, and magnified because of its cumulative aspect, is that of 
funding the pension promise. 


From the detailed discussion in Chapter 9 we note that funding 
involves: 


1. An elaborate actuarial exercise, starting with an estimate of 
the amount of money required to buy the promised benefit at the 
time it becomes payable, and converting that figure to present 
cost; forecasts must be made for interest rates, rates of 
inflation, mortality, employee terminations, salary increases, 
economic conditions, probable retirement ages, and any other 
development affecting cost. 


2. A regulatory framework to assess the adequacy of the payments 
made under the funding method selected and to ensure that 
adjustments are made according to experience. Supervisory 
issues include the proper valuation of the assets in the fund, 
and the suitability of actuarial assumptions. 
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3. Regulations to protect employees who terminate membership in 
the plan so that their benefits are ensured without impairing 
the rights of the remaining members. 


4, Additional calculation of the funding necessary to provide 
credits for past service with the employer before the advent of 
the pension plan. 


5. New projections and changes in the funding schedule to accommo- 
date benefit improvements. 


6. A sophisticated plan of financing, susceptible to alterations 
which may reflect short-run concerns of the employer rather 
than long-term protection for the employee, and which may be 
incomprehensible to the members even if disclosed to them. 


With all the expertise committed to its operation, the funding 
apparatus seems incapable of delivering results that satisfy any reason- 
able criteria of reliability and public acceptability. It is not only 
the layman who is sceptical about the ways in which the pension promise 
is secured. The financial community frequently warns that inflation and 
poor investment performance will send pension costs soaring and so 
threaten the viability of many business concerns. Employers may seek 
cost remedies through the use of less cautious assumptions and methods 
in setting the amount of their pension contributions. And employees 
caught in plant closings demand government intervention when they learn, 
as sometimes happens, that the pension fund is unable to provide for all 
the benefits its members have been promised. 


All of these aspects of funding taken together create a complex and 
sometimes incomprehensible situation which seems capable of resolution 
only through more regulation by government and more complexity. The 
Commission was Surprised and impressed by the confusion apparent in 
the minds of many individuals who spoke at the public hearings, and 
by the diversity of opinion expressed by those with expertise in the 
pension field. It is doubtful that any degree of disclosure alone will 
succeed in quelling the fears of those to whom the pension benefits are 
promised. 


Time for Change 


Shortcomings of the defined benefit plan raise an overriding ethi- 
cal question which the Commission believes must be considered: Should 
the government, which 1s committed to providing a climate within which 
individuals can save for retirement permit, by income tax incentives and 
through a regulatory structure, the continuance of a pension plan design 
that is not suited to the circumstances or needs of most of the working 
population? 
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If the average worker in Ontario can be expected to have at least 
three jobs during his or her working career, there can be no justifica- 
tion for allowing or forcing that worker to enter a pension plan whose 
formula cannot possibly operate to provide him or her with the "ideal" 
pension which it purports to deliver. On entering a plan the worker, as 
we have seen, faces all the consequences of its implicit subsidies - 
including the very real possibility of never earning any pension rights 
at all. Further, by entering into such a plan the worker is precluded 
from choosing any alternative arrangement which might be better suited 
to his or her circumstances. 


When designing the Canada Pension Plan, the federal government 
chose a defined benefit structure for reasons that might apply equally 
to plans in the private sector - primarily the ability of this type of 
plan to provide, almost immediately, the desired level of pension. As a 
direct result of that decision the CPP, like its private prototype, is 
Susceptible to the criticism that is not properly or adequately funded; 
and that it involves similar internal subsidies among groups and between 
generations of members. Unlike its cousins, however, the Canada Pension 
Plan is a government program and, as such, will be solvent as long as 
there is a government with taxing authority to raise the necessary 
revenue. Its benefits are virtually universal and completely portable, 
so that a participant's eventual pension is assured regardless of how 
many job changes occur during the person's career. For these reasons 
the CPP escapes some but not all of the criticisms made here concerning 
defined benefit plans in general. 


The example of the CPP illustrates a very real advantage of the 
defined benefit design. Through various subsidies it has allowed gov- 
ernment and private employers to create advantageous levels of pensions 
in reasonably short time periods. The Canada Pension Plan with its 
commencement of full payments after 10 years is providing, with Old 
Age Security, a firm base upon which individuals can make their own 
retirement provision. Employment plans, especially those with final 
average formulas, have, by applying the group principle, provided bet- 
ter pensions for some employees, particularly in a climate of high 
inflation. 


Today, however, questions are being raised about the subsidies 
which operate within employment pension plans, as between individ- 
uals and groups. Apart from the funding problems already discussed, 
subsidies may be seen as equitable or inequitable acording to one's 
perception of the purpose of a pension plan - as insurance or savings - 
and depending in part on whether direct employee contributions are 
required. 


If a pension plan is regarded as insurance, it follows that con- 
tributions are in effect premiums paid for protection against the risk 
of income loss due to retirement. The payout will occur if the person 
lives to retirement age, and its overall amount will depend on the 


261 


extent of loss: the specified monthly amount multiplied by the number 
of months the pension is collected. As with any insurance, the cost is 
greatly reduced compared with that of a plan in which everyone receives 
a benefit. In a "pure" pension plan (without death or other ancillary 
benefits) those who die before retirement receive nothing; for them 
the risk simply does not materialize. Similarly, the retiree who dies 
a few months after the pension has commenced incurs a much smaller 
loss of income than one who lives to age 85, and the overall insurance 
payout is correspondingly smaller. Subsidies are inherent in the plan 
design, in the sense that money flows from those who suffer little or no 
income loss to those who incur some loss - that is, those who live to 
retirement age and beyond. 


Since the pooling of risk is widely accepted for other types of 
protection (life, fire, sickness, etc.) one might expect Tt, tosbesepol l= 
cable to any risk whose probability and therefore cost can be estimated 
within reasonable limits. In essence, any defined benefit pension plan 
is a form of insurance. That is no less true of plans which include 
such non-pension features as death benefits and contribution refunds; 
such benefits constitute insurance against certain non-pension risks, 
and their cost is taken into account when contributions are determined. 
Tne Canada Pension Plan offers perhaps the most clear-cut example of 
pension "insurance," and one in which coverage is continuous. 


In employment pension plans on the other hand, the insurance pois 
ciple is considerably obscured by interruptions in coverage, termination 
of employment, and refunds of premiums. Where vesting rules apply7s pres 
miums are held in the pool to support coverage; but the value as we have 
seen is not always apparent to the person whose contributions are locked 
in. When real inequities are added to the understandable reluctance of 
younger employees to give up present income for an uncertain and distant 
retirement, it is hardly surprising that pension contributions are often 
regarded as personal savings rather than insurance premiums. Conse- 
quently, the individual member is not willing to accept the corollary 
of any insurance scheme: that there must be some restriction on the 
individual's entitlement to "his own money" so that benefits can be 
paid to those for whom the risk has in fact materialized. Even when a 
plan guarantees a full return of personal contributions with interest, 
employees are likely to look for a similar equity arrangement for the 
employer's contributions on the ground that they are deferred wages. In 
short, there is a tendency to reject the notion of subsidies within the 
group - and that means a rejection of the insurance principle in its 
entirety. 


The Defined Contribution Alternative 
While the defined benefit plan is based on the insurance principle, 
the defined contribution or money-purchase plan is essentially a savings 


program for the purpose of providing income replacement on retirement. 
Instead of a specific amount or level of pension, the money-purchase 
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benefit is the amount of annuity which the accumulated assets will 
purchase when the individual retires. Only at that time does the 
insurance principle become applicable: the assets of the retiree are 
then pooled with those of other annuitants and paid out in the same way 
as any other pensions. Until then, group pooling in the insurance sense 
does not occur, except that the member has the advantage of shared 
administrative costs and often better investment returns than could be 
obtained independently. Subsidization occurs only to the extent that 
the non-vested portion of a terminating employee's account is returned 
to the employer, or (in some plans) allocated to the accounts of the 
remaining members. In the absence of any subsidy from other members 
of the group, the individual's own accumulation which includes the 
employer's contributions determines the eventual benefit. As a result, 
the benefit potential for a member is limited by the time available for 
interest to accrue, and by the level of interest rates fron time to time 
during that period. 


With no pooling of risk, the money-purchase approach clearly cannot 
produce a desired level of benefit quickly. In recommending adoption of 
a mandatory plan based on defined contributions (Chapter 12) the Commis- 
Sion explicitly recognizes that the plan will not provide significant 
amounts of retirement pension for many years. That single disadvantage 
is Outweighed in the Commission's opinion by the avoidance of all the 
funding complexities inherent in the defined benefit approach, and above 
all by the way in which the mandatory plan promises to meet the evident 
public desire for a program based on the individual account. 


Abolition of the Defined Benefit Plan 


If the defined benefit plan design does not meet the needs of work- 
ers in Ontario then different designs should be sought and encouraged. 
If in addition the defined benefit design is so complex in its operation 
that even with full disclosure an employee cannot assess the advantages 
and disadvantages, should the design be completely discarded? 


The whole approach of the individual account is responsive to much 
of the current social philosophy. Many of the briefs to the Commission 
advocated a switch to the money-purchase or individual account approach, 
while recognizing that for some the defined benefit plan would provide a 
better benefit. As noted, additional support can be found for the 
individual account in the concept of "deferred wages" which sees an 
entitlement accruing from day to day as wages are earned rather than 
springing up after a stipulated length of service has been completed. 
The increasing popularity of group RRSPs, which are in fact individual 
accounts under common administration, indicates a desire on the part of 
employers to know what costs will be. 


On the other hand most union groups reject the individual account 


approach, particularly when pensions are provided on a non-contributory 
basis. Union policy favours non-contributory plans and the group 
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pooling principle. Other groups in favour of the defined benefit plan 
include those who advocate legislation to place all pension plans on a 
final earnings basis as a means of dealing with inflation and ensuring 
continuation of a pre-retirement standard of living into retirement. 


In Brief 318 Mr. Donald Eastman makes a lively statement of his 
perceptions of the individual account approach. After indicating 
that he is in a profit sharing plan to which he and his employer make 
contributions, he outlines the benefits of the individual account as he 
sees them: 


"Personal Benefits 


"TI know exactly where I stand on my retirement funding. I don't 
have to worry about whether there will be enough money to go around 
when it comes time for me to retire and there is no concern that I 
will be 'had' by overly conservative fund management. 


"Tt reduces my life insurance requirements. In the event of my 
death, the money in my retirement account is available to my 
family. 


"Tt provides financial flexibility at the time of retirement. Il 
will have a choice of retirement vehicles available - such as a 
variety of annuity plans, or even the option of taking some in cash 
if, for instance, I wished to purchase a retirement home. 


"General Benefits 


"Tt makes the portability of retirement funds ridiculously simple 
compared to the complexities involved with the general fund 
approach. 


"It effectively eliminates the problem of perceptual inequity. 
Comparisons are automatically based on account accumulations, not 
on something as deceptive as monthly payments. 


"Discussions and bargaining on retirement benefits would be placed 
on a much sounder and equitable foundation with a much cleaner 
view on both sides of the costs and tradeoffs involved. It should 
eliminate the '30 and out' syndrome. 


"It effectively sidesteps the jungle of cost of living increases. 
That becomes something for the retiree to determine in making his 
choice of financial vehicles for his retirement account when he 
reaches retirement age. I'll go into more detail on cost of living 
increases later, but for the moment, let me point out that given 
the opportunity our financial institutions are very capable at 
developing special instruments to meet specific needs. 


264 


"Given the funding, or lack thereof, of the Canada Pension Plan, I 
have some serious doubts as to its financial viability and level of 
payments when I reach nominal retirement age. Because of that, it 
is doubly important that any other retirement savings be fully 
secure. 


"I am a sceptical person, and have limited faith in the ability 
of actuaries and pension fund administrators to accurately predict 
an unpredictable future. Frankly, I feel much safer with the 
retirement account approach than with general group retirement 
Lundin ss 


As well as individuals like Mr. Eastman, representative groups, 


such as the Ontario Advisory Council on Senior Citizens and the Canadian 
Pension Conference supported the individual account principle through a 
mandatory, contributory, money-purchase plan. 


By eliminating defined benefit plans and switching to a money- 


purchase approach the following would be accomplished: 


Some 


1. a better climate for earlier and immediate vesting; 
2. for the employer, a certainty of cost; 


3. for the employee, a certainty of monies credited to his or her 
account; 


4. a visible amount growing with years to retirement; 


5. a removal of unfunded actuarial liabilities together with the 
elaborate system built up to determine them, fund them and 
guarantee the solvency of the plan; 


6. a reduction in the cost of administering plans. 
new problem areas would also be created which require new thinking: 


1. a plan design in which past service credits cannot be readily 
provided. However with the defined contribution design goes 
the same need for past service credits which can affect greatly 
the ultimate amount of the pension under the formula. Income 
tax rules could make provision for additional contributions to 
an individual account in recognition of working years before 
the account was established; 


2. ina situation where the insurance companies will have more 


potential business in the sale of annuities, steps will be 
needed to encourage more attractive annuity options; 
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3. loss of ancillary benefits such as survivor pensions presently 
provided on a non-actuarial basis; but these might be provided 
through group life and disability insurance; 


4. a question of proper employee representation in investment 
decisions; 


5. a new method of investment in private capital markets; 


6. a possible new role for the Pension Commission of Ontario 
Oriented to the concerns of the individual employee. 


‘ 


Conclusion 


While the Commission sees good reasons for a change from the 
defined benefit design to the defined contribution design it does not 
recommend the abolition of defined benefit plans. It recommends the 
establishment of a mandatory plan on an individual account basis as a 
savings level of retirement income. Beyond this level the Commission 
sees the defined benefit plan operating to accommodate the needs spe- 
cific to particular employers and employees, determined in the collec- 
tive bargaining process.(2) However some of the existing inequities 
of the defined benefit design must be eliminated or reduced, whether 
or not the mandatory plan is established. Recommendations to this end 
are outlined in Chapters 8 and 12 as well as in the balance of this 
chapter. 


FORM OF RETIREMENT BENEFIT - THE LIFE ANNUITY 
Employment Pension Plans 


Under the Ontario Pension Benefits Act the benefits vested at 
termination of anployment or at normal retirement age must be taken in 
the form of a life annuity. "Life annuity" is defined as one which: 
"Continues for the duration of the life of the annuitant, whether or not 
it is thereafter continued to some other person." A "deferred life 
annuity" is a life annuity "that commences at retirement age under a 
pension plan, but in any event not later than age seventy years."(3) 


The limitation of choice in the form of benefit reflects the con- 
cern of the legislature that pensions in fact should provide replacement 
income in retirement. Restrictions for Registered Retirement Savings 
Plans under the Income Tax Act are less stringent. 


Registered Retirement Savings Plans 


Writing to the Trust Companies Association of Canada in January 
1976 in response to a submission for amended conditions for Registered 
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Retirement Savings Plans, Donald S. MacDonald, then Minister of Finance 
for Canada said: 


",..the purpose of the RRSP is the same today as it was when the 
provisions dealing with these plans were placed in the Income 
Tax Act a number of years ago - that is to enable self-employed 
people and those with inadequate employee pension plans to build up 
tax- sheltered savings for their retirement years, putting them on 
the same footing as employees covered by pension plans."(4) 


What was meant by the "same footing" early in 1976 is not clear 
because at that time RRSP benefit features already offered a cash-out 
provision prior to the seventy-first birthday. Such cash-outs were 
probably intended to be discouraged by treating them as ordinary income, 
subject to tax in the year of withdrawal; but the option was available. 


Since that time the Consumers Association of Canada, led by Thomas 
Delaney, has attacked the rigidity of the RRSP benefit form at age 
71, and the federal government has amended the Income Tax Act to allow 
investment in a Registered Retirement Income Fund and term certain 
annuities. Now Delaney is seeking further changes that would allow RRSP 
holders more control of their accumulated capital after age 71. 


The Commission received a number of submissions supporting the need 
for more flexible choices for RRSP funds at maturity based on three main 
grounds: 


1. the individual should have control over the disposition of his 
or her own funds; 


2. the individual should be able to design retirement income 
according to his or her particular circumstances; 


3. the individual should not be forced into a group risk pooling 
arrangement which involves subsidization for some and loss of 
capital for others. 


Parallel Between RRSPs and Employment Pension Plans 


In these arguments the RRSP is seen as a private savings vehicle. 
With the general acceptance of the deferred wage concept the same idea 
of individual savings is likely to prevail in employment pensions. The 
Canadian Life Insurance Association, while arguing against more flexi- 
bility for RRSPs, has pointed out dangers in the existing divergence 
created by locking-in of contributions to employment pensions. 


"This difference in requirements has already caused some movement 
away from contributory pension plans towards a combination of a 
group RRSP and either a non-contributory plan with smaller pension 
benefits or a deferred profit sharing plan. 
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"If the pay-out at maturity requirements under RRSP legislation are 
significantly loosened, in comparison to pension legislation, the 
movement noted in the previous paragraph may accelerate. Al- 
ternatively, of course, there may be pressure to loosen pension 
requirements." (5) 


Dominion Foundries and Steel Limited, long noted for its profit- 
sharing approach, advocates the right to lump-sum withdrawals from a 
pension plan at retirement: 


"The availability of cash would allow many to invest in a small 
business, the income from which becomes, in effect, an indexed 
retirement income with the added benefit of preserving capital. 


"Governments should reassess their attitudes which try to protect 
the individual, from a peril that is perhaps nonexistent, at the 
cost of limiting an individual's freedom to deal with his own 
assets in a manner that most suits his circumstance."(6) 


It is interesting to note that Section 21(4) ofthe Pension Bene- 
fits Act does provide on termination of employment the option of a 
lump-sum payment of up to 25 per cent of the commuted value of the 
deferred life annuity, if the pension plan allows it. No similar option 
is available at normal retirement. 


In the Commission's view it is only a matter of time before the 
arguments now being made for flexibility of benefits under the RRSP 
will be extended to employment pension plans. The combined effect of 
inflation on pension payouts and continuing high interest rates on 
personal savings will lead to more pressure to give the same flexibility 
to registered pension plans that RRSPs now enjoy. 


In anticipating this argument the Commission notes first that 
there is a difference between RRSPs and employment pension plans, since 
in the RRSP all of the monies come from the owner's own contributions. 
(Exceptions are some group RRSPs to which the employer contributes 
indirectly by augmenting individual contributions at source.) In the 
employment pension plan a portion of the monies, often a large portion, 
comes from the employer, who therefore assumes a right to control the 
purpose for which the funds are used. It is on this point that the 
deferred wage concept will be brought to bear. 


Second, the government uses a tax incentive, through the deduct- 
ibility of contributions to RRSPs and employment pension plans, to 
encourage provision for retirement income. An unlimited freedom of 
individual choice in the disposition of funds so accumulated would 
destroy the purpose of the tax incentive. 


The Commission therefore sees the answer to flexibility of benefits 
for both RRSPs and employment pension plans in a balancing of the need 


268 


for protection in retirement and the need for individual choice. If 
the Government of Ontario adopts the proposed mandatory pension plan, 
in which the form of benefit at retirement is a life annuity only, 
the way can be opened for employers to remove some of the rigidities 
in voluntary employment pension plans. If however the Government of 
Ontario is not prepared to adopt a mandatory scheme, the Commission 
would not favour the altering of the form of benefit now required for 
employment pension plans, except to include the recommended options. 


Inflation and the Form of Benefit 


Tne life annuity in its basic form is not adaptable to the effects 
of inflation. The usual form of life annuity is a constant monthly 
payment from commencement to the death of the pensioner. As inflation 
reduces the purchasing power of the pension, which the employer is not 
required to adjust, the recipient can see that the rate of interest on 
the capital which purchased the annuity is rising in step with infla- 
tion; and the employer or insurance company is seen as making money at 
the expense of the pensioner. 


Pesando proposes to remedy this situation by requiring that pension 
funds and annuities be funded on the basis of a "real" rate of interest, 
such as 3 per cent. The excess of nominal interest above the real rate 
would then be available first to increase the capital available out of 
which to purchase the annuity and second to allow the monthly annuity to 
increase with increased interest earnings on the capital sum, once the 
annuity had been purchased. (7) 


For reasons given in Chapter 10 (Inflation) the Commission does 
not agree that pension plans should be funded on a real rate of return 
basis. However it does see the need for some adjustment to pensions in 


payment. 


Some alternatives to the fixed annuity have been devised, although 
they may not be offered by all life insurance companies. ‘Three types of 
fluctuating annuity may be described here in general terms: 


Escalated Annuity 


This type of annuity provides for an increase in the monthly pay- 
ment at set intervals during the annuitant's lifetime. The increase 
may be a specific amount or percentage. For example, an annuity might 
pay $100 a month in the first 5 years, $125 a month in the next five 
Vears, andsor50).aemonth for’thesreste or the annuitant 's Lite. The 
purchaser would recognize that the initial payments will be less than if 
a constant annuity were purchased; the particular schedule selected - 
according to the individual's anticipation of increasing needs - will 
reflect an actuarial calculation of equivalent values. Pe Sno 
possible however to purchase an annuity which will change in tandem with 
the Consumer Price Index because of the impossibility of forecasting the 
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changes to allow the matching of investments required by the Department 
of Insurance. 


Variable Annuity 


This annuity produces a monthly payment which fluctuates (up and 
down) with the income produced by a specific pool of assets. Thus, 
if interest rates increase to provide more income than estimated when 
the annuity was purchased, the annuitant will receive an increased 
monthly payment. Similarly if interest rates drop below the original 
estimate the monthly payment will decrease. The amount will also be 
responsive to capital gains and losses. While the Teachers Insurance 
and Annuity Association pioneered successfully in this method in the 
United States, the idea does not appear to have taken hold in Canada. 
Perhaps individuals are reluctant to enter into an arrangement in which 
payments may decrease while their living costs are unlikely to move 
in the same direction. Queen's University uses a variable annuity for 
the money-purchase component of its plan, but subject to a minimum 
guarantee on a defined benefit basis. The university reports (Brief 
227) that: "The plan so far, has not only been able to cover all antic- 
ipated liabilities but, with a reasonable level of fund performance, 
should, in the future, provide some protection against inflation for 
pensioners." 


Participating Annuity 


A participating annuity provides a guaranteed monthly payment 
amount, but also gives the annuitant the benefit of fund earnings in 
excess of some assumed rate of return. Investments are usually of the 
fixed income type; hence it is feasible to share gains and not losses - 
in contrast to the variable annuity which is commonly based on equities 
which have no specified maturity value or interest rate. The annuity is 
funded conservatively; that is, the initial guaranteed amount will 
be low in contrast to a non-participating annuity. However in times 
of rising nominal interest rates the participating annuity provides 
some inflation protection for retired pensioners in the same way as 
the "excess interest" on the retired lives account as discussed in 
Chapter 10. In both variable and participating annuities the annuitants 
may benefit from any mortality gains of the fund, that is, if annuitants 
On average die sooner than expected. 


The Commission is of the opinion that the person entitled to a 
monthly payment, whether as an individual annuitant under a registered 
pension plan or an RRSP, should have the right to elect a form of annu- 
ity best suited to individual needs, subject to survivor spouse options 
mentioned below. The Commission therefore recommends that the Pension 
Benefits Act be amended to require the pension plan to offer to the 
member at retirement a pension on which the monthly payment amount 
may vary as an escalated annuity or a participating annuity where the 
pension plan sponsor chooses to buy an annuity from an insurance company 


270 


to satisfy its pension obligation. Where the pension is paid out of a 
pension fund the pensioner should have the option of a participating 
annuity as recommended in Chapter 10. An escalated annuity may also be 
offered if the pension plan so provides. The variable annuity should 
not be made available as a form of benefit under a pension plan because 
of the lack of guarantee of a basic pension payment. 


Tne same annuity options should be part of the design of the manda- 
tory plan. Insurance company rates would have to be monitored to ensure 
proper minimum guarantee levels. 


A change in the form of benefit along these lines not only would 
serve as inflation protection but would satisfy pensioners that addi- 
tional interest earned on what they consider to be their capital would 
be benefiting them directly. (8) 


Women and the Life Annuity 


Because pension benefits must be taken in the form of lifetime 
payments, life expectancies are an essential element in calculating 
their cost. In Canada life expectancies for females at age 65 exceed 
those for males by some four years. Thus the total cost of the same 
pension payable to a woman is greater than that for aman. For this 
reason it is argued that women are not being discriminated against in 
the higher rate for annuities purchased under defined contribution 
(money-purchase) pension plans and RRSPs. 


The Task Force on Employee Benefits under Part X of the Ontario 
Employment Standards Act decided that there must be equality in dealing 
with male and female employees either for cost or for benefits but not 
both. Thus in defined benefit plans A, a woman, and B, a man, with the 
same work history and salary must receive the same monthly benefit in 
retirement. The cost to the employer, however, will be greater for the 
woman than for the man based on normal life expectancies. Under a 
defined contribution plan the employer will make equal contributions 
for A and B, but at retirement A will receive a smaller monthly payment 
than will B. Because A has less income in retirement than B, it is 
argued that the woman is thereby treated as a second-class citizen. One 
means of resolving the dilemma may be the use of combined or "unisex" 
mortality tables. That solution, while taking into account the same 
statistical facts, would simply disregard the sex of the individual when 
used to compute the cost of an annuity for that person. Put another 
way, mortality risks would become "pooled" for all members of the group 
at any given age, and the male-female differential would disappear in 
the average. A corollary of such a change is that its entire cost, 
apart from the administrative adjustments, would be borne by future male 
annuitants; that is, the increase in annuity payments for women would be 
matched by a decrease in annuity payments for men. 
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Tne Commission received several briefs advocating the removal of 
wnat was seen as discrimination against women in defined contribution 
plans. The Ontario Confederation of University Faculty Associations 
advanced a number of arguments for the use of unisex mortality tables in 
calculating annuities. First, 


"Women should not be disadvantaged by having the characteristics of 
the class attributed to,them as» individuals. «This applies in 
insurance as well as in other employment-related areas; sharing of 
risks involved should be within the class of all those insured and 
not restricted by sex." 


Secondly, the brief points out that the criteria of "average man" 
and "average woman" are not acceptable for employers when hiring work- 
ers, and should be similarly prohibited in the determination of pen- 
sions. While the average woman may live longer than the average man, it 
is a fact that 81 per cent of male deaths after age 65 are matched; only 
9-1/2 per cent of women will live longer than the matched group. From 
these observations it is argued that: 


"Public policy embodied in the anti-discrimination legislation 
requires that the burden of supporting the 9 1/2 per cent of 
the population who are longer lived be shared by the entire 
population, rather than putting the whole burden on the 40 1/2 
per cent of the population who are like the long-lived group in 
sex but not in longevity." 


Thirdly, the law may determine what splitting of the population 
into groups for insurance rating should be permitted. Public policy, 
embodied in the law, may allow some forms of group splitting to en- 
courage a certain type of behaviour. For example: "charging owners 
of frame houses more than owners of brick houses for fire insurance 
encourages the choice of safer building material." That rationale does 
not apply, however, to the area of annuities: 


"But there is no desirable behaviour which is encouraged by 
splitting up the population by sex and charging more for annui- 
ties for women than for men, and therefore no public interest 
in allowing such a split. On the contrary splitting the popu- 
lation by sex for pension purposes is a device for allowing 
employers to discriminate against women, which is against 
publacypolicy..4(9) 


Tne Commission is strongly of the opinion that the result of apply- 
ing separate mortality tables for annuity purposes is unacceptable 
in the light of public policy today. Therefore it is unnecessary to 
pass judgment on the validity of the mortality tables now in use or to 
determine the extent to which their use may discriminate against women. 
(The same tables produce lower life insurance premiums for women, but it 
is questionable whether this practice 1s discrimination against men.) 
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Since it is clearly desirable that men and women be treated equally in 
the purchase of annuities, the Commission is prepared to recommend that 
unisex mortality tables be employed as the basis for all annuities 
provided through the proposed mandatory pension plan. In the absence of 
such a stipulation, the government-imposed program would yield sharply 
lower monthly payments for women than for men with the same history of 
contributions and investment earnings. We do not believe that result 
would be tolerated in any scheme that is required by law; it follows 
that the same law must preclude the use of separate male and female 
mortality tables for any purpose connected with the mandatory plan. 


The government is in a position, through its control of annuity 
issuers doing business in Ontario, to require companies to sell annui- 
ties under the mandatory plan on a unisex basis, with no discrimination 
against women in the proportion of annuities sold. To avoid annuities 
being purchased on other than a unisex basis there would have to be a 
further requirement that all annuities purchased as benefits out of the 
mandatory plan would have to be purchased from a company licensed to do 
business in Ontario. If in time, as some people are persuaded, the 
stress of working life changes mortality patterns so that the gap in 
life expectancies between men and women narrows, we may expect a trend 
to the use of unisex tables in any event. 


Meanwhile, there should be no question about the necessity of 
equalizing the potential benefit for men and women in any government 
program. Whether unisex mortality and annuity rates are equally essen- 
tial for other pension arrangements is discussed in Chapter 16. 


Recommendations 
The Commission therefore recommends that: 


1. The non-commutable life annuity continue as the basic form of 
benefit for employer pension plans. 


2. The Pension Benefits Act be amended to make available to every 
plan member on retirement the option of a participating annu- 
ity; and in addition, where the annuity is to be obtained from 
an insurance company, the option of an escalating annuity. 


3. If the mandatory plan proposed in Chapter 12 is adopted, all 
issuers of annuities be required to calculate annuity values 
under that plan without regard to the sex of the annuitant on 
the basis of "unisex" mortality tables; and that the Employment 
Standards Act be amended as required to permit this specific 
exception to the rule governing sex discrimination in defined 
contribution pension plans. 
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SURVIVOR BENEFITS 


Those who advocate improved survivor benefits in employment pension 
plans do so on three basic grounds: 


First, from the traditional position of assumed need in which the 
husband is seen as breadwinner and the wife as dependent. The assump- 
tion is that if the worker or pensioner dies and wages or pension cease 
the widow will be without means to maintain her standard of living. 


Second, from an examination of average incomes of the elderly, the 
majority of whom are women and widowed. The assumption is that these 
women have low incomes because survivor benefits are inadequate. 


Third, from a comparison between employment pension provisions for 
survivors in the public sector, where a 50 per cent "widow's pension" is 
almost universal, and the private sector, where only a minority of plans 
provide any survivor benefit. 


In view of the changing role of women, the traditional assumptions 
of dependency will bear reconsideration. To an increasing extent women 
- whether married or not - are participating fully in the labour force 
and, wheré dependency exists, are not necessarily themselves in the 
dependent role. For our purposes, however, the social norms of the past 
cannot be ignored. Today's elderly and a great many of those now in 
their middle years established their life and work pattern at a time 
when married women generally were full-time home-makers, financially 
dependent on their husbands. As a result we find in many retirement 
income arrangements - including the Canada Pension Plan - some provi- 
Sion for continuity of income to the surviving spouse. A degree of 
dependency is assumed (now for widowers as well as widows) from the 
existence of a married relationship; that is, the death of the pensioner 
Or annuitant is seen as giving rise to a need for income replacement. 
That this assumption is well-founded is obvious, whether or not the 
incidence of complete dependency in marriage is seen to have decreased 
Or assumed to decrease still further in the future. 


In practice the conventional approach to the question of survivor- 
ship distinguishes between death before retirement and death after a 
pension has commenced. While some plans may provide identical or nearly 
identical benefits to the survivor in either eventuality, it is often 
the case that the act of retirement is seen to involve a greater range 
of choice for the member as to the form in which the pension will be 
taken. Before retirement the possibility of death is likely to be 
regarded simply as a risk to be covered (if at all) by some automatic 
form of benefit, payable without any prior election on the part of the 
employee. In the following discussion we shall make the same distinc- 
tion between pre-retirement and post-retirement death benefits, without 
however approving all the current practices based on that distinction. 
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DEATH OF EMPLOYEE BEFORE RETIREMENT 


A variety of provisions may be found for survivor income where an 
employee dies before retirement. Table 1 shows the frequency of the 
different types in the public and private sectors for the years 1972, 
1976, and 1978. The introduction of equality requirements under the 
Employment Standards Act has removed differences in treatment of male 
and female survivors, although the term "widow's pension" is still in 
common use. Where the term "spouse" is used in the text it refers to 
"spouse" as defined in the employment pension plan under which benefits 
are to ke paid. 


From Table 1 we see that the prevalence of specific pre-retirement 
death benefits changed only slightly between 1972 and 1978. Most 
notable is the high incidence of surviving spouse pensions in the public 
sector: 86.6 per cent (members) compared with 30.3 per cent in the 
private sector. Provision for refunding the employee's own contribu- 
tions was made in plans covering (in 1978) 11.9 per cent of members in 
the public sector, but 22.2 per cent in the private sector. In the 
period covered there was a moderate decrease in the relatively small 
number in both sectors entitled to a refund of vested employer contribu- 
tions in addition their own. In the private sector, however, there was 
an increase in the proportion of members in plans (non-contributory ) 
providing for a refund of vested employer contributions alone. 


While all plan members in the public sector were covered by some 
death benefit provision, 29.3 per cent in the private sector were not 
entitled to any benefit on death before retirement. Of the latter we 
know (from other statistics) that 58.7 per cent were in non-contributory 
plans; there were no employee contributions to be refunded, and the 
plans in question made no other provision for survivor benefits. 


These statistics can tell only part of the story. The fact that 
a death “benefit ws provided says nothing, of its adequacy = or even 
its availability to the short-service employee. Where contributions 
are refunded, the payment may be sufficient for little more than the 
immediate expenses associated with the employee's death; in many cases 
it is too small to be regarded realistically as income replacement. 
Similarly, a surviving spouse's pension - even at 50 per cent of the 
employee's accrued pension - will have little value as income replace- 
ment if the accrued entitlement is not substantial. In the case of a 
ten-year employee in a plan whose normal benefit is two per cent of 
final average pay per year of service, a 50 per cent survivor pension 
would amount to less then ten per cent of the individual's terminal 
Salary rate. 


Furthermore, the tables do not disclose the extent to which group 
life insurance is used as a substitute for or in combination with pen- 
Sion benefits to protect the dependents of employees. As a result it 
cannot be inferred directly from these statistics that public sector em 
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ployers, by virtue of the relatively high incidence of survivor pensions 
in their plans, in fact provide more benefits in terms of average value 
to the families of deceased employees. Even if group insurance data 
could be correlated with the above statistics, the question of rela- 
tive effectiveness would remain: a lump sum payment and an equivalent 
monthly pension may be seen as quite different in terms of a survivor's 
particular circumstances, and any generalization would be dangerous. 


DEATH OF THE EMPLOYEE AFTER RETIREMENT 


Compared with death before retirement age, death after retirement 
is often regarded as having more serious and permanent financial con- 
sequences for the surviving spouse. Hence, we find in many plans a 
reliance on benefits of a transitional nature (cash refunds or life 
insurance payouts) for the survivors of active employees, but an em- 
phasis on income maintenance for protection after retirement. Once 
again we find the concept of assumed need: the pensioner usually car- 
ries little or no group life insurance into retirement, and age may 
limit or preclude the survivor's participation in the work-force. 


The frequency of various post-retirement survivor provisions is 
shown in Table 2. Again we see that in 1978 nearly 84 per cent of plan 
members in the public sector had a "widow's pension" provision while 
only 20.7 per cent of members in the private sector were similarly 
covered. All plan members in the public sector were entitled to some 
benefit but 25.4 per cent in the private sector had no such protection. 
While 30.3 per cent of members in the private sector were furnished with 
a widow's pension on death before retirement only 20.7 per cent had 
such coverage on death after retirement; presumably the difference 
reflects the common use of a guaranteed term for the pension rather than 
a designated survivor benefit. In all, some 45 per cent of members in 
the private sector were in plans whose normal form of pension was one 
payable for a minimum of five to ten years. 


One might infer from the statistics that the two leading forms 
of post-retirement survivor benefit - the "widow's" pension and the 
guaranteed or "term certain" provision - are in some measure comparable 
as to value and effectiveness. In fact, however, they are based on two 
entirely different assumptions. The purpose of a survivor pension as 
such is to meet an assumed need, and its overall value to the member 
depends on whether there is a surviving spouse and, if so, how long that 
person lives after the member's death. By contrast, the purpose of a 
guaranteed term is to ensure a return of the member's investment - his 
cash contributions in any case, often with an allowance for interest 
and perhaps some employer contributions. Assuming a given amount NE 
retirement pension, a "widow's" benefit in most cases will be half that 
amount, and therefore half the amount payable under a term certain 
guarantee if part of the term remained. On the other hand, the spouse's 
pension will continue for that person's lifetime, whereas payments 
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On a guaranteed-tern basis end when the pensioner dies if the term has 
expired, or will cease at the end of the specified term. By the same 
token, a spouse's pension ceases with that person's death, while a term 
certain guarantee can yield benefits to other dependents through the 
member's estate if the spouse dies before the end of the term or if 
there is no spouse. Inevitably, criticisms of one or the other of 
these benefit forms arise from its failure - more properly its inherent 
inability - to satisfy the needs of all recipients; that is, to ensure 
in all cases that the member's "equity" is returned and at the same time 
provide continuity of income to the surviving spouse. 


The termination of payments to a survivor at the end of the guar- 
anteed period is analogous to the former cessation of the Spouse's 
Allowance six months after the death of the pensioner. Two briefs, 
from the Ontario Committee on the Status of Women (Brief 160) and the 
Professional Institute of the Public Service of Canada (Brief 175) 
criticized the guaranteed term approach because it did not protect the 
survivor who outlived the guarantee, while it often provided payments in 
the case of a person with no spouse, where presumably there was no 
Nneed. "= On the other hand, other briefs criticized provisions under 
which survivor pensions cease on remarriage of the survivor. 


In these criticisms we see the ambivalence between entitlement 
arising from work and entitlement based on status in which need is as- 
sumed. The guaranteed term recognizes an entitlement of the pensioner's 
estate, and through it his or her survivors, whether dependents or not, 
to benefit from the accrual of benefits by the employee during his or 
her working life. It does not pretend to provide for the continuing 
need of any of the pensioner's survivors. On the other hand, the 
spouse's pension which ceases on remarriage is attacked for encouraging 
a survivor to live in an extramarital relationship to retain pension 
benefits. But a remarriage provision is consistent with the needs basis 
of survivor benefits, since remarriage implies a new source of financial 
Support. The same assumption is made where, as in the Canada Pension 
Plan, survivor benefits are again payable if the new marriage ends with 
divorce or death. 


Although changes to the Employment Standards Act following the 
report of the Task Force on Employee Benefits were directed at removing 
discrimination by marital status, the exception made for survivor bene- 
fits has allowed the ambivalence in survivor benefit philosophy to 
continue, as well as differences in benefits and cost as between married 
persons and single, divorced, and widowed persons. 


Before discussing discrimination, however, one must establish a 
rationale for providing survivor benefits: are they to be based on need 
or entitlement? If entitlement, then all plan members should have 
an absolute right to the death benefit. To provide the benefit as 
a continuing pension will be a problem because of the difsyveulty or 
forecasting the life expectancy of various possible beneficiaries. If 
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individual entitlement were to be the sole rationale, there would be a 
sharp decline in survivors' pensions and a move towards guaranteed 
terms. On the other hand, if the rationale for survivor benefits is 
need, one must distinguish between actual need and need assumed because 
of marital status. Most survivor benefits in the public sector and 20 
per cent in the private sector have been designed on the assumed need of 
the widow who was dependent on her husband as the breadwinner and the 
pension provider. In the Commission's opinion this design accurately 
reflected the situation for the majority of today's elderly, many of 
whom are in fact disadvantaged by the lack of widow's pensions in the 
private sector. Any moves to improve this situation, however, will 
require consideration of future patterns of work and dependency. 


The Commission noted with interest that the Cofirentes Report, 
proposing changes in the Quebec Pension Plan, recommended that survivor 
benefits cease after two years except where dependent children were in- 
volved. This is a remarkable change from a continuation of benefits for 
life to short-term assistance to allow establishment or re-establishment 
of the dependent in gainful employment. In the Commission's opinion 
such a change may become feasible if the trend towards increasing female 
work-force participation continues. At present, however, there is the 
reality of persons who are at or approaching age 65 and who cannot 
establish themselves among the gainfully employed because of general 
unemployment, lack of skills, or infirmity. The Commission endorses the 
attitude that over time there should be a move away from the assumption 
of need arising out of marital or quasi-marital status and adoption of 
entitlement as the rationale. If so, there is likely to be a phasing- 
out of designated survivor pensions except for short-term benefits along 
lines proposed in the Cofirentes Report. 


In the meantime the Commission recognizes both the need of today's 
elderly for continuance of a spouse's pension, and the support obli- 
gation of one spouse for the other. An eventual reassessment will have 
to be made of the effect of changing social patterns and whether the 
assumption of marital dependency is still appropriate. 


LEVEL OF BENEFITS 
Widow's Pensions 


Many briefs stated that a widow's pension of 50 per cent was too 
low, and advocated changes in the level ranging from 60 to 100 per cent. 
The Commission favours a 60 per cent standard on the basis that a single 
person requires more than half the income a married couple needs. In 
the percentages advocated we see again the confusion between need and 
entitlement. As one brief pointed out, if the pensioner dies first 
the survivor gets a 50 per cent pension. If the spouse dies first, 
the pensioner continues to get a 100 per cent pension. One receives 
too little and the other too much on the basis of need. In terms of 
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entitlement, however, the plan member in the latter case receives no 
more than his due. 


The Commission cannot accept the view that the low incomes of 
today's elderly would be increased significantly by changing the percen- 
tage levels. Quite apart from the coverage question we must realize 
that whatever the percentage level, it is a percentage of the accrued 
pension benefit of the employee. For those dying before retirement the 
accrued benefit may be very small, depending on salary levels, plan 
design, and years of service with the employer. Clearly, unless death 
occurs in the years close to retirement age, the needs of a survivor 
would be better served by group life insurance. The same is true in any 
case where the survivor's main need is for an opportunity to establish 
himself or herself in gainful employment. Even for survivors of those 
employees who die after retirement the pension benefit may be very 
small, again depending on salary levels, plan design, and length of 
service. The Commission was unable to obtain any specific data for 
monthly amounts currently paid as widow's pensions. Some inferences may 
be drawn however from 1976 taxation statistics for persons age 65 and 
over. Table 3 shows the percentage of total income by source for males 
and females 65 and over in Canada. 


Table 3 
Percentage of Total Income Assessed by Source for 
Persons Age 65 and Over, Canada, 1976 


Source Male Female 
(Per cent of 
total ) (a) 
Wages and salaries 1S oe : 


Old Age Pension iivets 2 
CPP/QPP benefits 6.8 
Other pensions and superannuation 16.5 
Bank interest ibae3 2 
Bond interest Ae? 
Taxable amount of dividends 4.3 


a Figures will not total 100 per cent since not 
all items of income, e.g., rental income, are 
included. 


Source Revenue Canada, Taxation Statistics, 1976. 
We can see that for women, who are more likely to be dependents, 
pension income from other than government programs was only ll per cent 


of a level of which the Old Age Pension represented 27.9 per cent. 


The conclusion must be that, in the same way as coverage alone 
is no assurance of an adequate pension, a higher percentage rate for 
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calculating survivor benefits would give no assurance of an adequate 
level of survivor income. 


Refund of Contributions 


Employees with a spouse are most favoured when they are in a plan 
which provides a widow's pension. Those without a spouse are better 
off in a plan which provides for a pension with a guaranteed term. 
Their beneficiaries will receive the balance of the pensioner's own 
contribution's, usually with interest, if the pensioner dies within the 
guaranteed period. Less fortunate are those who die before retirement 
entitled only to a return of their own contributions. Then too, there 
are many who die before retirement with no benefit. In the case of 
contributory plans the Commission considers the latter.arrangement con- 
fiscatory; in non-contributory plans, of course, there are no employee 
contributions to be refunded. Whether or not a death benefit should 
be payable under a non-contributory plan will depend on how far the 
principle of deferred wages is carried. The same principle will apply 
in determining whether employees in contributory plans have a right to 
any of the enployer's contributions, vested or non-vested. 


Refund provisions are highly diverse. In general, the amounts 
refunded must be regarded as having only a short-term function. They 
cannot be assessed in terms of adequacy of income replacement. 


POSSIBLE SOLUTIONS 


Many groups urged the Commission to recommend legislation requiring 
aS a minimum: 


a) that every employment pension plan provide a spouse's pension 
of at least 50 per cent of the accrued pension benefit for 
death both before and after retirement; or 


b) that every employment pension plan make the benefit a joint 
and survivor annuity for every member having a spouse at the 
time of retirement. Under a joint and survivor annuity the 
same amount is payable, usually as a monthly benefit, during 
the joint lives of the two spouses and during the life of the 
Surviving spouse. 


In the first proposal the Commission understands that the pension 
entitlement at retirement would be the same for A who is divorced and B 
who is married, all other things being equal. Therefore the employer of 
B would be assuming an additional cost to provide B's spouse with a 
Survivor benefit. The difference is based on an assumed need arising 
from marital status. No consideration is given to the possibility that 
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A is supporting a former spouse.(10) This proposal would apply to 
benefits on death both before and after retirement. 


The second proposal applies only to benefits on death after re- 
tirement. Under this proposal A who is divorced would receive a full 
pension. B who is married would receive a lower monthly pension payment 
than A because the joint life expectancy for B's spouse would normally 
exceed A's single life expectancy. In contrast with the first proposal 
the joint and survivor requirement means that although A and B will not 
receive the same level of benefit, the costs will be the same. Those 
who advocate a mandatory joint and survivor form of annuity hold that 
this measure of protection to the survivor should not be left to the 
employee's discretion. Faced with the choice of a survivor option 
with a consequent reduction in the immediate pension, the retiree will 
usually choose the higher payment of the straight life annuity. 


Another group advocated to the Commission the adoption of provi- 
sions similar to those established under the U.S. legislation, ERISA. 
Under ERISA the minimum requirements are as follows: 


Death of an Employee Before Retirement 


When a plan does not have a spouse benefit payable on the death of 
a participant before retirement (under which the surviving spouse would 
receive not less than 50 per cent of the pension amount payable, if the 
participant retired early and elected a joint and survivor annuity), 
such plan inust permit an employee to elect, effective with the later 
of the plan early retirement age or 10 years before the plan normal 
retirement age, a form of benefit whereby 50 per cent of the amount 
payable to the participant, if the participant retired early and elected 
such a joint and survivor annuity, would be payable to the participant's 
Surviving spouse upon the participant's death. The plan may provide for 
an actuarial reduction in the participant's normal retirement benefit to 
reflect the value of the spouse benefit. 


Death of the Employee After Retirement 


When a plan does not have a normal form of benefit of joint and 
spouse survivor (under which between 50 per cent and 100 per cent of a 
deceased pensioner's benefits continue to the surviving spouse), then, 
unless the employee elects a different form of benefit, benefits under 
the plan will be computed and paid as if the joint and 50 per cent 
spouse survivor form (under which 50 per cent continues to the surviving 
spouse) had been elected by the retiring participant. The plan may 
provide for an actuarial reduction according to the form of benefit; and 
it may set a minimum age which the surviving spouse must attain in order 
to receive annuity payments. 


Under ERISA therefore, no plan is required to provide an extra-cost 
spouse's benefit. Instead, for death before retirement the employee 
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must be permitted to elect such a benefit, and for death after retire- 
ment to avoid a spouse's benefit the employee must elect against it. In 
both cases the plan may make an actuarial reduction to cover the cost of 
the spouse's benefit. 


The Ontario Advisory Council on Senior Citizens (Brief 154) and 
others point out that it is too rigid to make the joint and survivor 
annuity form mandatory. ‘They argue that other arrangements may have 
been made for the protection of the spouse both by the employer and 
employee or that in some circumstances the spouse will have sufficient 
separate means and would not require the pension, while the pensioner 
does. In other cases, if the life expectancy of the spouse is known to 
be shortened, the reduction of the pensioner's basic benefit would not 
be warranted. For these reasons and because of a general reluctance to 
interfere any more than necessary with employment pensions, and in 
particular if the proposed mandatory plan is adopted, the Commission 
recommends that the joint and survivor annuity be the standard form 
of benefit which may only be displaced by election. The Commission 
also favours a range of choice of percentage level for the survivor 
portion, so that individuals may plan to suit their own circumstances. 
In default of individual selection, however, a survivor benefit of 60 
per cent should be required. 


The Commission favours an approach which would end discrimination 
on the basis of marital status in pension plans. This could be achieved 
by adopting the ERISA approach to elections so that spouse's benefits 
are provided at equal cost to the employer for married and unmarried, 
divorced, and widowed employees. Benefits for spouses would then be 
provided as determined between the spouses. This approach is consistent 
with the splitting of CPP credits on divorce, the Cofirentes recommenda- 
tion for short-term survivor benefits, and a general decrease in depend- 
ency of women. However, the principle of need assumed from marital 
status is firmly entrenched in employment pension plans, particularly in 
the public sector; benefits based on that assumption will no doubt exist 
for some time even if, as the Commission suggests, the government take 
no steps to encourage them. 


THE COMMISSION'S RECOMMENDATIONS 


The chapter on vesting and the recommendations of the Commission in 
this regard reveal an endorsement of the individual entitlement approach 
though not necessarily of the deferred wage theory in its purest sense. 
The Commission is of the opinion that entitlements on death, both before 
and after retirement, are related to vested pension benefits; in fact we 
can see even less justification for failing to preserve rights on death 
than upon termination. 
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The 


Commission therefore recommends that the Pension Benefits Act 


be amended to require minimum benefits on death from employment pensions 
as follows: 


Death of Employee Before Retirement 


dhe 


Death of 


le 


Where an employee dies before retirement and before being 
vested, the estate shall be entitled to a refund of his or her 
contributions with interest calculated year by year at one per 
cent below the annualized rate paid by chartered banks in 
Canada on non-chequing accounts and compounded annually. When 
the employee is in a non-contributory plan and is not vested at 
death his or her estate shall not be entitled to any payment 
unless the plan provides otherwise. 


Where an employee dies before retirement, but after becoming 
eligible to receive a retirement pension either by attaining 
normal retirement age or by fulfilling the requirements for 
early retirement as provided in the plan, the spouse of any age 
shall receive as a pension 60 per cent of the pension to which 
the employee would have been entitled had he or she actually 
retired under the plan. 


Where an employee dies before retirement and after being vested 
and leaves a spouse surviving, the spouse shall receive as a 
pension 60 per cent of the pension to which the employee would 
have been entitled on retirement, payable when the older of the 
employee or the spouse would have attained or attains the age 
of 65 or at the normal retirement age under the plan, whichever 
is earliest. 


Where an employee dies before retirement and after being vested 
and does not leave a spouse or the spouse dies before receiving 
the pension provided in (3) above, the estate of the employee, 
or where the spouse dies after being entitled but before re- 
ceiving the pension, the spouse's estate, shall receive the 
amount which would have been required at the employee's death 
to purchase the spouse's pension by way of an insurance company 
annuity or the contributions of the employee with interest as 
calculated in 1 to the date of death, whichever shall be the 
greater. This provision shall apply to both contributory and 
non-contributory pension plans. 


Employee After Retirement 


All plans shall provide as the normal form of pension benefit 
under the plan a joint and last survivor annuity with a choice 
of the percentage level of the original pension benefit for the 
survivor benefit of not less than 60 per cent and not more than 
100 per cent. In the event no percentage level is designated 
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by the employee the percentage shall be 60 per cent. The plan 
may provide for an actuarial reduction so that the cost of the 
retirement benefit to a person without a spouse and a person 
with a spouse is the same. 


The normal form shall be taken under the plan unless another 
form of benefit available under the plan is elected by written 
consent of both the employee and the spouse. 


2. Where an employee dies after the pension is in payment without 
leaving a spouse, no benefit shall be paid to the estate of the 
deceased employee unless the plan so provides. 


It will be noted that the recommendations appear to result in more 
favourable treatment for the employee dying before retirement because on 
the death of an employee after retirement who does not leave a spouse, 
no payment is made to the estate in recognition of the employee's con- 
tributions. There are two reasons for this. First the employee by 
receiving pension payments has received what was intended, that is, 
replacement income in retirement. If there is no spouse the need for 
replacement income has usually ceased. Secondly, in the case of the 
employee who dies before retirement the contributions may be regarded as 
Savings which may be needed for children, parents, or other dependents 
not specifically included under the protection of the pension plan. By 
the time the employee retires, the dependency of family members other 
than a spouse usually has ended. Similarly, the mandatory provision for 
a spouse's pension where the employee dies before retirement recognizes 
that a spouse is more likely to be dependent or less likely to have 
established separate means in the earlier years for providing his or her 
Own retirement income. Note that this approach diverges from the CPP 
which provides a survivor benefit for immediate needs. ‘The Commission's 
recommendations see retirement income for the spouse as the goal in an 
employment pension plan. Much as the Commission might agree with the 
Cofirentes Report that survivor benefits on the death of an employee 
before retirement should be short-term, we nevertheless perceive the 
need of the spouse benefit as a continuing one. 


INTEGRATION OF EMPLOYMENT PENSION BENEFITS 


Integration is a plan feature by which payments from government 
programs are dovetailed with payments from employment pensions to pro- 
vide a desired level of benefit, usually based on the continuance of a 
certain percentage of pre-retirement income. Generally if an employer 
is making payments to a government program, the resulting benefits are 
seen as part of the benefit "package" provided for the employees. 


The controversy over whether employment pension benefits should be 


"stacked" on top of benefits from government programs or "integrated" 
with them raged when the White Paper on the Canada Pension Plan was 
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introduced. Before that time integration was not frequent, since 
Old Age Security pensions were low, and were payable only at age 70. 
("Level income" options were in common use, however; a retiree might 
elect to take an actuarially increased pension, reducing at age 70 by 
the OAS amount. ) 


With the introduction of the CPP many employers integrated em- 
ployment pension benefits with CPP benefits on the principle that the 
employment pension plan was designed to provide a retired employee with 
a replacement income in retirement sufficient to ensure continuation 
of a measure of pre-retirement standard of living. Te) do -this 18 
was reasonable in setting plan benefit levels to take into account 
benefits from government programs, particularly where the employer was 
contributing directly, as with the CPP. To take a much simplified 
example, let us suppose that an employer had in force a pension plan 
which generated pensions of 60 per cent of earnings for long-service 
employees. If the plan were not integrated the pensions and gross 
replacement ratios in 1979 (before taxes) would be roughly as shown in 
Table 4. 


Table 4 
Examples of Total Pension Income without Integration (1979) 


Earnings OAS CPP Private Total 
(Per (Per (Per (Per 
(Dollars) (Dollars) cent) (Dollars) cent) (Dollars) cent) =(Dollars) cent) 


6,000 2,000 53 1,300 22 3,600 60 6, 900 PLS 
12,000 2,000 Wa 2,600 Be, 7,200 60 11,800 99 
20,000 2,000 10 2,600 13 12,000 60 16,600 83 
40,000 2,000 5 2,600 7 24,000 60 28, 600 YZ 


Source Royal Commission on the Status of Pensions in Ontario, prepared 
by Laurence Coward. 


The employer is likely to conclude, bearing in mind the tax and 
other valuable concessions available to pensioners, that the plan is 
too generous overall and that the relationship between pensions for low 
and high-paid employees is not appropriate, even acknowledging that 
replacement ratios should be higher for those at the bottom end of the 
earnings scale. 


The following diagrams illustrate the result of full integration 
with OAS and CPP; CPP alone; one-half CPP; and stacking (no integra- 
tion). CPP is taken as 25 per cent of earnings up to the YMPE and OAS 
as 15 per cent. 


With the stacked plan illustrated in Figure 1 the benefit formula 


needs adjustment if the employer wishes to provide anything like equal 
replacement ratios for all employees or ratios that fall slowly with 
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earnings. However full integration is not the answer. Full integration 
or offset of both OAS and CPP pensions from the employment pension goes 
to extremes in the other direction and produces the result shown in 
Figure 2. This integration is most unlikely to be adopted in practice 
because the replacement ratios based on net after tax income would 
actually be higher for those with higher incomes than for those with 
lower incomes. Not only would some employees obtain no additional 
benefit from their own CPP contributions, but the employer would benefit 
excessively from OAS and CPP including recent improvements. Often there 
is no integration with OAS at all as in Figure 3 and often only one-half 
of the CPP (the part paid for by the employer) will be integrated with 
the result shown in Figure 4. 


INTEGRATION METHODS 


A number of ways of integrating benefits from government programs 
and employment pensions have developed which provide a resolution be- 
tween the extremes shown in Figures 1 and 2. There are two broad cate- 
gories of methods: benefit integration and contribution integration. 


Benefit Integration 


Integration may be accomplished by combining the benefits received 
from government programs and the employment pension plan to achieve 
the desired goal. This combining can be done through amending the 
employment plan benefit formula for the calculation of the pension (the 
Step Rate Method) or by deciding the amount of employment pension to be 
paid and deducting from this the amount of the government pension to be 
integrated (the Offset Method). 


Benefit Step Rate 


The Ontario Public Service Superannuation Plan uses a step rate 
method of benefit integration. A pension is calculated for each year of 
service at 1.375 per cent on earnings up to the YMPE and 2 per cent on 
excesS earnings. Service is limited to 35 years and the last five 
years' average earnings is used. However, the 2 per cent rate applies 
on all earnings for years of service prior to 1966 when the Canada 
Pension Plan was introduced. It should be noted that the integration 
will not be fully in effect until year 2001, that is 35 years from 1966. 
The result_aneFigure 3 1s typical o£ the results of theamost, usual 
integration methods. 


Benefit Offset 
For this method the pension is calculated by a formula in the plan 


and then reduced by a portion of the anticipated government benefits. 
As we have seen, offset of full OAS and CPP is unlikely, but the offset 
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Figure 3 
Effect of CPP Integration 
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Figure 5 
Windfall Arising from Step Rate Integration 
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of CPP alone or a percentage of CPP may give reasonable results. (See 
Figure 4.) Since the employee contributes equally with the employer 
to the CPP, the employee is usually deemed to have paid for half his 
benefit and the offset is 50 per cent of the CPP benefit. Only the 
CPP benefit earned while the employee was in the employer's service 
should be taken into account, since it would be unfair to deduct any 
part of the CPP attributable to earnings with another employer or from 
self-employment. Hence the plan should indicate how much CPP benefit is 
deemed to be earned during service by employees who retire before age 
65, terminate with vested rights or enter employment after the year 
1965. Where this is not done (non-proportional benefit offset) severe 
inequities may arise. 


Contribution Integration 


This method adjusts the rate of contributions to the employment 
plan by taking into account the contribution rate of the employee to the 
CPP, for example, 1.8 per cent on earnings up to the YMPE and 5 per cent 
thereafter. 


Contribution Step Rate 


It is generally considered desirable that the reduced contribution 
rate in an integrated plan should be proportionate to the reduced rate 
of benefit, so that high and low paid employees get the same "value 
for money." An example is provided by the rates of contributions and 
benefits in the Ontario Hydro Pension Plan, shown in Table 5. 


Table 5 
Step Rate Integration - Example of Contributions and Benefits 


Salary below Salary above 


YMPE YMPE Ratio 
(Per cent) (Per cent) 
Pension per year of service Ineo lfs. 7a A) ~6075 
Employee contributions 3.43875 be 76875 
Ratio - 4000 - 4000 


Source Royal Commission on the Status of Pensions in Ontario, prepared 
by Laurence Coward. 


Contribution ‘Offset 


A valid alternative is to offset the CPP contributions against the 
employment plan contributions. This method is usually found when the 
offset method is used for benefit integration but sometimes in other 
cases. For instance contributions under the Ontario Public Service Plan 
are 6 per cent of salary up to the YBE, 4.2 per cent of salary between 
the YBE and the YMPE and 6 per cent of salary above the YMPE, which is 
essentially the same as 6 per cent of all salary minus the employee's 
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contributions to CPP. Hence the plan uses the step rate method for 
integrating benefits but the offset method for contributions. 


Ineligible Earnings 


In some plans a portion of earnings is ignored for pension plan 
purposes, that is in calculating both contributions and pension. The 
ineligible earnings may be a flat amount or may be a percentage of the 
YMPE in each year. If the ineligible earnings were $2,500 the results 
of using this method would be similar to those shown in Figure 4 for 
someone retiring at present. However the ineligible earnings would 
eventually have to rise to about 35 per cent of the YMPE to produce the 
same results as step rate integration. 


INTEGRATION AND TYPES OF PLANS 


All the methods described are applicable to defined benefit pension 
plans where the pension depends on wage or salary. In flat benefit 
plans where the pension depends on length of service but not on earn- 
ings, only the offset method is available and even this method is not 
widely used. None of the benefit integration methods can be applied to 
defined contribution plans, that is money-purchase and profit sharing 
plans. Defined contribution plans may however be integrated by provid- 
ing that contributions otherwise payable to the plan will be reduced by 
the amount of contributions to the CPP. Thus a 5 per cent and 5 per 
cent money-purchase plan may be integrated by making the contribution 
from employer and employee each equal to 5 per cent of salary less 1.8 
per cent of earnings up to the YMPE. 


The choice of integration method is strongly linked to the type of 
pension plan. Statistics Canada, "Pension Plans in Ontario 1978," 
(unpublished) shows that in the public sector 96 per cent of employees 
are in defined benefit plans integrated by the benefit step rate method. 
In the private sector a much wider distribution of plan types and inte- 
gration methods is found. From Table 6 we can see that 50 per cent of 
members of plans in the private sector are stacked (not integrated at 
all) while in the public sector less than 2 per cent of the membership 
is in a non-integrated plan. 


RETIREMENT BEFORE AGE 65 


It is notable that the reduction of a pension to integrate with 
government programs does not usually take place until the employee 
reaches age 65 when the government benefits commence. If an employee 
retires before age 65 on a fixed pension his income is likely to produce 
a low replacement ratio until he or she reaches age 65 and receives OAS 
and CPP. For this reason, in most but not all integrated plans the 
downward adjustment does not come into force until the employee reaches 
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age 65 and qualifies to receive the government pension. The employee 
who retires early or whose normal retirement age is below age 65 often 
is entitled to a supplement or "bridge benefit" payable from retirement 
age to age 65. Where the employee's earnings do not vary widely, for 
example in most unionized groups, a stacked plan may be appropriate with 
Or without a bridge benefit. 


An alternative to the bridging supplement in a pension plan is a 
"notched" or “level income" option for those retiring before age 65. 
This allows the employee at his or her option to convert the pension 
into a larger amount payable until age 65 and a lower amount thereafter 
SO as to coordinate with government benefits. The notched option was 
popular with employees retiring at age 65 when OAS was payable from age 
70; but is now of less importance. 


Windfall Effects 
Introduction of the Canada Pension Plan 


Many employment pensions will not achieve full integration with 
the Canada Pension Plan until the year 2001 even though the full CPP 
benefits became payable in 1976. These employment plans are based 
on the rationale that the full pension accrues over 35 years of service 
and that the deduction to integrate should also accrue over 35 years 
but ignoring years of service before 1966. For example, the Ontario 
Public Service plan with step rate benefit integration provides 2 per 
cent of the best five years' average earnings for each year of service 
to a maximum of 35 years reduced by .7 per cent of the last three years' 
average YMPE for each year of service after 1965 to a maximum of 35 
such years (for those earning above the YMPE). The reduction for 
long-service employees will eventually be .7 per cent for 35 years which 
is approximately equal to 25 per cent of the last three years' average 
YMPE, that is, a reduction equal to the CPP benefit. 


There are two reasons for this approach and for the "windfall" 
received by those retiring between 1966 and 2001. 


a) Had the full CPP benefit been deducted during the 10-year 
transition period from 1966 to 1975, low-paid employees might 
have obtained no benefit accruals or might even have seen their 
benefits decrease. It would not have been acceptable for the 
employer to receive the entire advantage of the CPP benefits, 
especially as these benefits were highly subsidized in the 
early years. 


b) In nearly all contributory plans the employee contributions 
were reduced starting in 1966, but until then the employees 
had made full contributions. In view of this it was thought 
appropriate to leave unchanged the benefit formula for service 
PELOmEtOr 906; 
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For most methods of integration therefore, employees who retired at 
the end of 1975 only felt the effect of 10/35ths of the full integra- 
tion. Having contributed to the CPP for only 10 years, the value of CPP 
benefits was much greater than that of their own and the employer's 
contributions; in effect they received the maximum benefit for the 
minimum contributions. The position of those retiring in the near 
future is still very favourable, since they receive the same 25 per 
cent CPP benefit as those retiring after 2000 having made 35 years' of 
contributions. 


Figure 5 illustrates how the windfall arises with step-rate inte- 
gration and how employees retiring after 1966 receive slowly decreasing 
percentages of pay from the total system. This has not given rise to 
any serious problem because of the rising CPP benefit levels resulting 
from the increasing YMPE. However, any additional improvement in CPP 
brought in immediately or phased in over a relatively short period (say 
10 years) would almost certainly result in another windfall. 


Increase in the YMPE under the Canada Pension Plan 


A second windfall is accruing because of the "catch-up" provi- 
sion <byswhichsthe YMPEvisenisingsat 1271/2) per centr per “annum ehonen idl eslie 
reaches the average wage index. In this case the employer receives the 
windfall at the expense of the employee earning above the YMPE with the 
benefit step rate method. This is because reductions in the employee's 
contribution to the employment pension plan were based on the YMPE in 
effect in each year of contribution. The reduction in benefits on the 
other hand is based on the average YMPE in the three years just prior to 
retirement. While the YMPE is growing at 12 1/2 per cent per year 
the employment pension full formula will only apply at retirement to 
earnings above a much higher average YMPE. ‘Thus each increase of $1,000 
in the YMPE would cause a reduction in the pension of an Ontario civil 
servant of .7% x1l4 years@ex S1)000 or Soeeanyeami(betore retirement 
in 1980). The total pension income of the employee would be greater 
since he or she will gain an extra $250 from the CPP, but the balance 
of contributions and benefits in the company plan is disturbed. If 
the YMPE were increased suddenly and substantially, an employee who 
contributed in the past on earnings above the YMPE might obtain no 
pension on earnings above the YMPE. In that event, an amendment to the 
pension plan preserving past benefits and providing for a new start to 
the integration formula would be needed. 


Increase in OAS or CPP Benefits 


If CPP benefits were increased from the present 25 per cent to 40 
per cent (for example) there would be no change in the pension in a step 
rated plan or an ineligible earnings plan. However, a deduction would 
occur in the pension from a benefit offset plan, and the anployee would 
not gain the full amount of the CPP increase. The same is true for an 
increase in the OAS pension. Where the increase in the payment from 
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the OAS or the CPP is merely by the adjustment to the increase in the 
Consumer Price Index, the Ontario Pension Benefits Act prevents any 
reduction in the employment pension for pensions in payment on and after 
September 15, 1976.(11) Otherwise the employer would benefit every time 
the government payments were adjusted to the cost of living. 


Benefit Offset Integration 
This method of integration can be divided into two types: 


a) proportional offset: the amount of offset in the benefit 
is related to the number of years the employee was in the 
employment pension plan; and 


b) non-proportional offset: the benefit from the plan is directly 
reduced by the amount of government payment received without 
reference to years of membership in the employment pension plan 
whose benefit is reduced. 


The non-proportional offset is inequitable for the employee who has 
more than one employer, because the benefit from each employment pension 
plan is directly reduced by the amount of payments from government 
programs. Even if the offset is only part of the CPP or OAS payment an 
inequity will exist. The windfall to the employer is clearly unjust, 
and several briefs to the Commission recommended a prohibition of this 
type of integration. 


LEGISLATIVE SAFEGUARDS 


The Ontario Pension Benefits Act recognizes integration in Section 
21 ¢2))'s 


"If a pension plan so provides, an employee may on or before at- 
taining normal retirement age as defined by the plan, elect to 
receive an annuity the amount of which is varied by reference to 
benefits payable under the Old Age Security Act (Canada) or under 
any other pension plan administered by the Government of Canada or 
by the government of a province of Canada." 


This recognition, however, is for a "notched option" described 
above, and does not refer to the methods of integration which have 
developed primarily since the introduction of the CPP. 


Section 22(3) of the act took into the account the effect of the 
Canada Pension Plan. 


"No amendment of a pension plan consequent upon the coming into 


force of the Canada Pension Plan shall adversely affect the pension 
benefit credits of any member in respect of remuneration and ser- 
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vice or membership in the plan prior to the lst day of January, 
1966." 


The only other regulatory reference is in Regulation 22 referred to 
above which prohibits reduction for increases detemnined by reference to 
the Consumer Price Index. The act is otherwise silent as to methods and 
results of integration. 


THE COMMISSION'S POSITION 


In general, integration of employment pension plns with government 
programs may be seen as a logical step in the provision of retirement 
income, especially if the goal is a specific level of total income 
from both private and public sources. Integrated programs may avoid 
excessive overall replacement ratios, and at the same time achieve a 
reasonable degree of equity among employees in various categories: low 
and high-paid, long and short-service - at least in so far as benefits 
are concerned. 


Not all integration formulas are fair, however, especially in the 
manner costs are shared between the employer and employees; nor is it 
always possible for the individual member to judge whether or not a 
particular formula is equitable, or even understand how it is likely to 
affect his or her eventual pension. We are of the opinion therefore 
that further legislative protection is needed. This is especially so if 
increases are made in either OAS and CPP benefits or, in the case of the 
CPP, contribution rates are increased or the YMPE levels are increased 
beyond the present catch-up increases up to the AIW. 


The windfall created by the introduction of the CPP is now declin- 
ing and is probably acceptable to employer and employee alike. Other 
windfalls, whether created by the operation of a formula Leduceren, 
an increasing YMPE, or a direct offset, must be judged against one 
principle - will the employee receive what he or she is paying for? 


Looking at the application of the benefit step rate method with a 
rising YMPE we find that the employer is getting some windfall at the 
expense of the enployee, but that at the present time the increased 
amount of CPP will offset the reduction in employment pension. 


If the YMPE or CPP benefits or the OAS were to increase sharply 
in thestuture, a further windfall would be created.) Sinttinatkevenc 
legislation should protect benefits accrued prior to such changes. 
Section 22(3) of the Pension Benefits Act should be amended to replace 
the concept of "adversely affecting pension benefits," which requires a 
measurement of "adversely," with a definite protection of accrued pen- 
sion benefits, first up to January 1, 1966 when the CPP came into force 
and secondly up to the time of any new amendment affecting the benefit 
levels of the CPP. The act should make it clear that an integration 
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formula must not operate so as to reduce a person's accrued benefits - 


Or in a way that would reduce the value of employee contributions either 
before or after any CPP amendment. 


Finally, the windfall to the employer from the direct benefit 
offset, where the offset is not proportional in some way to the contrib- 
utory period with the employer, offends the principle of protection 
for the value of the employees' contributions. The statistics show 
that there are over 71,000 plan members in the combined private and 
public sectors in Ontario who are subject to benefit offset integration. 
Those affected by the non-proportional offset may receive very little in 
excess of the government benefits to show for their contributions to 
employment pension plans. 


The Old Age Security pension differs somewhat from the CPP because 
it is paid out of general government revenue rather than by a payroll 
bax ©4 Contributions ; Tous it is not as easy to assess its value 
in terms of employee contributions. The Commission therefore would 
recommend that direct benefit offsets be prohibited for all future 
increases in the benefit levels of OAS whether or not they are linked to 
the Consumer Price Index. 


Canada Pension Plan benefits enter into integration mechanisms in a 
great variety of ways, many of which appear to aim at maintaining a 
reasonable balance of interest as between employer and employee and 
among members in various age and earnings categories. Some integration 
methods, however, are demonstrably unjust. Accordingly, the Commission 
is prepared to recommend the explicit prohibition of non-proportional 
offsets in respect of any increase in benefits provided through future 
amendments to the Canada Pension Plan; this provision would be in ad- 
dition to the existing protection of benefit increases arising from 
price or wage indexing (in Regulation 654, s.22). 


Because it is unlikely that OAS or CPP levels will increase in the 
near future the Commission does not see a need for phasing in these 
regulatory measures. There will be time for employers to amend their 
plan formulas to reflect a different method of integration. Similarly, 
Since the YMPE is calculated to meet the AIW about 1985, no further 
windfall gain from the rising YMPE should be allowed to the employer 
after that point is reached. 


While the Commission sees no need at present to prevent the general 
use of integration methods other than those mentioned above, it is 
concerned that some specific formulas may operate - unintentionally 
perhaps - in such a way as to yield inequitable results for some em- 
ployees either now or in the future. The same may be true of certain 
alternative pension calculations (e.g., minimum pension formulas) which 
could have an effect similar to that of a prohibited type of offset. 
For immediate purposes it is possible only to establish the most obvious 
criterion for such arrangements: that the employee's accrued rights 


299 


should be protected in all cases against offsets for future improvements 
in public plans. Further measures to deal with inequities in this grey 
area of employment pensions should be the subject of careful study by 
the Pension Commission of Ontario. 


If the government sees fit to adopt the mandatory plan recommended 
by the Commission there should be no reason to limit the employer's 
right to integrate the employment pension plan withithat system;eprces 
vided all pension benefit credits accrued to the time of the commence- 
ment of the mandatory plan are protected under the Pension Benefits 
Act. Because the mandatory plan is a defined contribution plan the 
integration will be through the contribution formula and no inequities 
should arise out of integration. 


The Commission therefore recommends that: 


1. For existing plans, reduction in benefits by reference to any 
increase in the level of Old Age Security payments, whether or 
not for increases related to the Consumer Price Index above the 
levels set at the end of December 1979, should be prohibited. 


2. For new plans, reduction in employment pension plan benefits 
by reference to any benefit from Old Age Security should be 
prohibited. 


3. Non-proportional methods of benefit offset integration should 
be prohibited by the Pension Benefits Act for all new plans, 
and for all existing plans should be prohibited for all pen- 
sions commencing on or after the date of coming into force of 
this legislation. 


4, For all amendments to the CPP coming into effect after January 
1, 1980 resulting in a direct increase in benefit levels or 
increased employee contribution rates, integration by any 
method should be prohibited if it would have the effect of 
reducing the pension benefit to less than the value of the 
employee's benefits accrued in the employment pension plan 
to the date of such amendment, or the value of employee's 
contributions, whichever is greater. 


5. For all increases in CPP benefit levels resulting from an 
increased YMPE after the year in which the YMPE equals or 
exceeds the Average Industrial Wage, integration by any method 
should be prohibited if it would have the effect of reducing 
the pension benefit accrued in the employment pension plan to 
that date to less than the employee's benefits accrued to that 
date or the value of the employee's contributions, whichever 1s 
greater. 
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Integration of employment pension plan benefits with the man- 
datory plan recommended by the Commission should be permitted, 
provided that pension benefits accrued to the commencement of 
the mandatory plan shall not be reduced by any payment from the 
mandatory plan. 


For all plans, steps should be taken after an appropriate study 
by the Pension Commission of Ontario to ensure that any pension 
integration formula is consistent with the principle that the 
accrued rights of each employee be preserved, and that its 
operation is adequately explained to all plan members. 
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(ads) 


Statistics Canada, "Pension Plans in Ontario, 1978," unpublished. 


For example, Queen's University operates a money-purchase plan 


with a defined benefit guarantee. (Brief 227, p. 3.) 
Ontario Pension Benefits Act, sections 21(1) and 1(1)(e). 


Letter, January 30, 1976 from Donald S. Macdonald, Minister of 
Finance, to W.W. Potter, Executive Vice-President, Trust Companies 


Association of Canada. 
The Canadian Life Insurance Association, Brief 94, p. 8. 
Dominion Foundries and Steel Limited, Brief 129, pp. 17-19. 


See: James E. Pesando, Private Pensions in an Inflationary 
Climate: Limitations and Policy Alternatives (monograph), revised 
Cd «je anla Gy 919727 spp. OS anita. 


This’ point was made in Brief 164, Hamilton Civic Hospitals, 
Quarter Century "eClub. 


Ontario Confederation of University Faculty Associations, Brief 
Uhsisy. Kejenn = PEARS 


The Anglican Church of Canada (Brief 220) argues that eligibility 
fon survivor. benefits should not) be Lost by divorces This might 

create some very complex situations for the employer and the plan 
member unless the parties settled pension rights between them as 

part of the divorce proceedings. 


O. Reg. 654, s. 22, effective September 14, 1976. 
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Chapter 12 


Recommendations for Employment Pension Design 


CHAPTERS oF 10) LI REVISITED 


In the preceding four chapters we have looked at some of the diffi- 
culties arising from existing pension plan design as part of our assess- 
ment of the effectiveness of current retirement income arrangements in 
Ontario. In summary we have found: 


1. At least a million and a half workers in Ontario have no access 
to an employment pension plan and have not elected to institute 
an RRSP. On the basis of past experience it is unlikely that 
coverage in employment pension plans will exceed 50 per cent in 
the foreseeable future. 


2. Job mobility in Ontario is such that with existing arrangements 
for portability there is only a fair probability that members 
of a pension plan will receive a significant amount of pension 
at retirement. Existing or earlier vesting rules will not 
provide complete portability. Portability itself is a counsel 
of perfection except in a homogeneous, universal plan. 


3. Pensions of terminated employees are often paid for by employee 
contributions alone in a contributory plan, and suffer most 
from inflation and lack of improvements when they are locked in 
between termination and normal retirement age. 


4. The defined benefit plan design, particularly with a final or 
best average formula, provides the best pension for a long 
service employee; but it involves inter-worker subsidies be- 
tween long and short service workers and between young and old 
workers. Its complexity prevents the plan member from naving 
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a clear understanding of the subsidies, the group funding 
principle, or (in a contributory plan) the relationship of 
contributions to the cost of benefits. 


The deferred wage concept is not wholly recognized in any of 
the existing plan designs except where there is immediate 
vesting. 


Funding of defined benefit plans is complex and subject to 
problems arising from the need to forecast the future for 
investment returns, inflation, mortality, and terminations. 
The range of permissible judgments in the forecasting and the 
consequent potential for error has lead to concern about the 
soundness of funding. Even where funding is satisfactory on a 
going concern basis, which assumes the continuance of the plan, 
the fact that the employer can decide to terminate the plan at 
any time means that not all benefits are likely to be funded at 
the time of windup, and some promised benefits (in extreme 
cases, vested benefits) will not be paid. The complexity of 
the funding, even if details are disclosed, prevents the plan 
member from being able to assess the financial soundness of the 
plan. 


Inflation has led to experience deficiencies in many final or 
best average plans. Career average plans which have not been 
updated have fallen behind in the value of benefits, and this 
has raised serious questions about the real value of employees' 
contributions locked into such plans. Inflation has also 
brought pressure for indexing of post-retirement benefits. As 
such indexing may not be pre-funded, it either creates more 
difficulties for the distribution of assets on plan termination 
or misleads plan members into assuming more inflation protec- 
tion than actually is provided. 


Survivor benefits for spouses are a necessary feature, but are 
not uniformly available in existing pension plans. Some plans 
do not provide for payment of interest on employee contribu- 
tions where refunds are made on death before retirement. 


In the Commission's opinion the answer to these difficulties is 


a change in the philosophy underlying employment pension design and 
the use of government authority for the protection of all workers in 
Ontario. 


The necessary change in approach is away from group responsibility 


and toward individual responsibility in the provision of retirement 
income through employment pensions. This shift would reflect not only 
individualism but a recognition that cost subsidies among members of a 
group are no longer as acceptable as they were in the 1960s, perhaps 
because of an increased awareness of the long-term effects of such 
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subsidies. At the same time there is a new concern about the cost 
of providing retirement income in the future and the need to control 
cost and relate it specifically to the benefit. Fis tconcern has 
increased with the realization in the late 1970s that resources were not 
unlimited, and a continuation of rapid economic growth could not be 
assumed. 


A change from group to individual responsibility is timely. The 
obvious advantage of the group approach is that it permits immediate 
protection for some members. It was the application of that principle 
wnich enabled the Canada Pension Plan to pay full benefits after a 
transitional period of only ten years. Similarly in defined benefit 
employment pension plans, benefit entitlements are created which far 
exceed the value of employee contributions for some long-service work- 
ers. Today, CPP benefits coupled with those from other government 
programs provide an adequate base (except for some single persons) upon 
which a new type of private retirement income provision can be built. 
Thus, with immediate and urgent retirement income needs satisfied we can 
turn our attention to a pension design which will allow individuals to 
build up their own retirement income over longer periods of time than 
was formerly possible. 


The Commission is therefore recommending the ince YECUL TON. Ota 
mandatory retirement savings plan on an individual account basis for all 
workers in Ontario between the ages of 18 and 65. Such a scheme would 
be superimposed on the OAS and CPP programs and would constitute a 
savings level of retirement income. Its aim would be a pension based on 
earnings up to the Average Industrial Wage. It would not interfere with 
the continuation of existing employment pension plans, which, it is 
hoped, would continue to provide retirement income - although on a more 
voluntary and somewhat improved basis. Opting-out of the mandatory plan 
would be permitted in certain circumstances. 


The proposed mandatory plan has many advantages: 


1. It provides coverage for that part of the work-force which at 
present has no access to employment pension plans, and includes 
part-time and seasonal workers. This is a most important 
advantage, since no adjustment of voluntary pension plans can 
achieve this coverage. 


2. It provides a direct and visible relationship between benefit 
and cost to the worker, and a predeterminable, fixed cost to 
the employer. 


3. It makes retirement income provision the responsibility and 
entitlement of the worker through immediate vesting and com- 
plete portability, sand) permitsmthesycontributormto sseey Ene 
growth of the individual account created by both employer and 
employee contributions. 
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4, It moves away from the concept of a pension as a long-service 
reward and toward that of deferred wages - a change we believe 
1s necessary in light of increasing job mobility. 


5. It prevents the loss of pension assets through individual ter- 
mination and cash withdrawal. 


6. It affords the individual an opportunity to participate in the 
investment of his or her account. 


7. It permits the encouragement of employment pension plans to 
develop along lines determined by collective bargaining with a 
minimum of government regulation. 


8. It will cause employees to re-examine existing pension arrange- 
ments. Employers will consider whether they wish to opt out of 
the scheme or whether plans should be changed. 


9. It provides full funding on an immediate and continuing basis. 


10. It allows the individual to benefit from increases in nominal 
interest rates as a measure of pre-retirement inflation protec- 
tion and also, through the participating annuity option, to 
obtain some protection of purchasing power after retirement. 


ll. It removes uncertainty about pension entitlement in periods 
of broken service, whether through sickness, unemployment, 
or short service; and it involves no subsidy from the less 
fortunate to the more fortunate. 


In many respects one could argue that the Canada Pension Plan has 
most of the same advantages without the need for another cumbersome 
system. But the difference between what the Commission recommends 
and increasing benefits under the CPP is major and crucial. This 
difference is in the cost-benefit relationship and the funding. We 
have considered the problems of virtual pay-as-you-go funding in the 
CPP and the inherent dangers of inter-generational funding with a de- 
clining birth rate and we are very much opposed to any increase in CPP 
benefits, which can only serve to compound the existing funding and 
subsidy problems. The CPP is serving a specific purpose and its design 
is entrenched. Any improvements in the delivery of retirement income 
must come from a design which requires full and immediate funding. 


There are certain admitted difficulties in implementing a mandatory 
retirement savings plan. The chief objection to our recommendations 
will be the additional cost to the employer - in particular, the small, 
marginal employer. Here the most common reasons for not InsStLteubingma 
pension plan have been the administrative expense and the fact that com 
petitors without plans would have a competitive cost advantage. Neither 
of these problems will arise in the mandatory plan we propose. For 
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those employers already sponsoring plans the opting-out provisions will 
provide relief from additional cost. The opportunity for opting-out is 
important in order to encourage the continuation of existing plans and 
also because other recommended improvements for these plans, such as 
earlier vesting, will result in additional costs to these employers. 


A second objection which may be raised is that the mandatory 
scheme, based on money-purchase, will provide an inferior benefit to the 
defined benefit type. This is true at least in the early stages, as we 
have pointed out, for the long-service employee. However the advantages 
of the individual account over the defined benefit for most workers 
are patent. In any case the defined benefit plan, with recommended 
improvements, should continue in the fourth level of retirement income 
provision with greater emphasis on meeting needs of specific employers 
and employees. 


The proposed method of administration may also give rise to some 
objections. The idea of a central pension agency in Ontario has not 
been favoured in the past. However, we feel that such an agency will 
serve aS a control on the private pension facilitators who stand to 
benefit from additional pension accounts to administer. It could also 
perform a useful distributive function, similar to that provided for the 
CPP by Revenue Canada. Administrative questions also encompass uni- 
formity. Our proposal affects all workers in Ontario. Interprovincial 
migration of workers, particularly with the opting-out provisions, will 
create difficulties. But difficulties arising from migration are not 
new and should be capable of resolution through co-operation among the 
provincial regulatory authorities. 


The rest of this chapter is devoted to a detailed explanation of 
the mandatory retirement savings plan recommended by the Commission. 
We have designated this plan "Provincial Universal Retirement System" 
(PURS) throughout the discussion. Recognizing the cost effects of the 
introduction of PURS for employers who already have pension plans, we 
present alternative recommendations for those plans depending on whether 
or not PURS is adopted. For example, if PURS is adopted we recommend a 
ten-year vesting rule for all employment pension plans; if PURS is not 
adopted we recommend a five-year vesting rule. ‘These alternatives are 
set out in full at the end of the chapter. In addition, however, there 
are other recommendations for improvement in existing plans whether or 
not PURS is adopted. These recommendations appear throughout the text. 
For example, the recommendations for "Rights on Termination" at the 
end of Chapter 8 are to apply regardless of any action on the PURS 
recommendations. 


PROVINCIAL UNIVERSAL RETIREMENT SYSTEM (PURS) 


The Commission envisages PURS as a mandatory plan superimposed on 
the OAS and the CPP. We refer to it as a "Savings" level in pension 
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planning. We see the continuance of existing employment pension plans 
and the development of new ones to accommodate particular needs of 
groups of employees for retirement income. Employers will still wish to 
provide pensions related to earnings above the AIW, and may wish to 
provide benefits in addition to those available in a universal plan. 
Thus, there will continue to be room for innovation in such benefits 
as early retirement and indexing, and for implementation of various 
design features arrived at in collective bargaining or desired by the 
employer. 


Two important factors in the relationship of PURS to other elements 
of retirement income should be noted: 


- Because PURS is a money-purchase plan it will benefit from high 
nominal rates of interest in an inflationary period (the infla- 
tion dividend) but it will suffer erosion once pensions are in 
payment if inflation continues. Therefore it is important that 
serious consideration be given to our recommendations in the 
chapter on inflation so that through the fully-indexed OAS and 
CPP, PURS and some type of inflation protection, the selected 
per cent of the AIW provided through government initiatives can 
be maintained in its purchasing power as far as possible. 


- We recommend a right to limited opting-out from PURS for those 
employers already having pension plans, many of them with better 
benefits than PURS. The Commission has many reservations about 
the equity of design in a defined benefit plan and is particu- 
larly reluctant to see more problems created such as those which 
currently plague the Canada Pension Plan. It has therefore 
selected a money-purchase or individual account approach for 
PURS, and requires a guaranteed money-purchase element in any 
defined benefit plan that is to qualify for opting-out. For 
this reason there must be a suitable length of time for the 
phasing-in of PURS to allow employers to adjust their fourth 
level plans accordingly, and to allow those employees who are 
already well into their careers (for whom the PURS plan will 
never mature) to obtain proper benefits from their present 
plans. Employers who do not have plans at present should be 
obliged to contribute to PURS as soon as it has been set up. 
Coverage then will be provided without delay for those who are 
not now in any pension plan. 


Objectives 


1 TO PROVIDE A SUM OF MONEY WHICH WILL PURCHASE ON RETIREMENT A 
PENSION ANNUITY EQUIVALENT TO THAT PERCENTAGE OF THE AVERAGE INDUS- 
TRIAL WAGE AT THE TIME THE CONTRIBUTOR REACHES AGE 65 WHICH TAKEN 
WITH OAS AND CPP WILL PROVIDE A REASONABLE NET REPLACEMENT RATIO TO 
PRE-RETIREMENT INCOME. 
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The plan is earnings-related and would be limited to a pension 
based on earnings up to the Average Industrial Wage on the ground that 
government interference is not needed to protect either individuals or 
society for income replacement of more than say, 65 per cent of that 
amount. The exact percentage which a mandatory plan should provide 
should be derived by reference to net replacement ratios with the aim 
of providing "available income" that is reasonably related to pre- 
retirement income. For example, the first three levels of retirement 
income design might provide for a worker at the Average Industrial 
Wage: 


OAS 10-14 per cent of AIW 
CPP 25 
PURS 25=30 

60-69 


If the spouse's OAS is taken into account, a married couple, one of 
whom worked at the AIW, would then be assured a gross payment of 75 per 
cent of the AIW. This would develop net replacement ratios exceeding 
100 per cent on the "available income" basis. Sixty-five to 75 per cent 
is the range usually considered suitable for replacement income. (1) 
Both CPP and PURS would increase in step with the AIW. Boers, not 
expected that the OAS will increase other than through price indexing; 
accordingly, OAS will decline in relation to the AIW from its present 14 
per cent to about 10 per cent after 2000. In determining the correct 
amount for PURS, net replacement ratio calculations similar to those 
made by the Commission for government plans should be used. These 
ratios may exceed 100 per cent at lower wage levels. (2) 


ag TO EXTEND COVERAGE TO ALL WORKERS IN ONTARIO SO THAT THROUGH OAS, 
CPP, AND PURS SUFFICIENT OPPORTUNITY WILL BE AVAILABLE TO ALL THOSE 
IN THE COVERED WORK-FORCE TO PROVIDE REASONABLE RETIREMENT INCOME 
PROTECTION THROUGH INDIVIDUAL INITIATIVE. 


Tne Commission has been concerned throughout that individuals have 
not had the opportunity nor the resources to provide reasonable income 
replacement in retirement for themselves. The GIS, which was designed 
to assist those not under the CPP and those who were unable to build 
full-term credits under the CPP, has not been decreasing in scope as 
quickly as was intended. Inflationary pressures have placed many more 
persons who had been in the work-force on the GIS rolls, at least for 
partial benefits, than originally anticipated. Among them are many 
whose private savings have been so eroded by inflation that they are 
"needy" within the meaning of GIS and GAINS programs. This situation, 
in the Commission's opinion, is not healthy either for the economy, 
involving as it does increasing government transfer payments, or the 
psychology of individuals in their attitudes toward saving for retire- 
ment income. Therefore the Commission sees justification for the use of 
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government intervention to provide workers with the opportunity to 
accumulate sufficient retirement income. The GIS and GAINS programs 
will then decline in importance as originally intended so that they 
provide a minimum retirement income only to those who, for various 
reasons, were never in the covered work-force or were not employed long 
enough to earn an adequate retirement income. 


Existing employment pension plans have done a great deal to provide 
the additional income required to assist individuals in planning for 
retirement. With encouragement they could do more. However, both the 
government and the private pension industry must acknowledge that as 
long as the establishment and continuance of private plans are voluntary 
the coverage problem will remain. Our coverage study and the Consumer 
Survey both indicate that about half the work-force is covered by pri- 
vate plans. RRSP utilization has grown dramatically, but we have seen 
that despite this growth a million and a half workers in Ontario have 
neither employment pension coverage nor an RRSP. Those who are least 
likely to have an alternate retirement income vehicle are the persons 
most likely to become dependent on GIS and GAINS for their income in the 
future. These are: part-time workers, women (and some men) who have 
broken work patterns or short service in the work-force, those in small 
firms, employees in retail trade, and self-employed persons (other than 
professionals). 


It is clear to the Commission that very few people in those cate- 
gories will be brought into employment pension plans as matters stand 
today. Small employers who operate on small margins simply cannot afford 
to assume voluntarily the cost of a pension plan and thereby give their 
competitors an edge, however much they may want to help their employees. 
Tne availability of the RRSP has obviously not changed the situation 
for those at or below the Average Industrial Wage; no doubt present 
consumption leaves little money available for retirement saving. From 
our vesting study moreover, we have seen that workers shown as members 
of employment pension plans in statistical surveys will not necessarily 
receive pension benefits. Therefore, in the Commission's opinion, 
effective coverage can be ensured only by a mandatory scheme. 


Eligibility 


THE COVERED WORK-FORCE WILL BE IDENTICAL TO THAT NOW COVERED BY THE 
CANADA PENSION PLAN. THUS, VIRTUALLY ALL WORKERS AGE 18 to 65, INCLUDING 
SELF-EMPLOYED AND PART-TIME WORKERS, WILL BE COVERED FROM THE FIRST DAY 
OF WORK ON ALL EARNINGS BETWEEN THE YBE AND YMPE AS ESTABLISHED FOR THE 
CPP. COVERAGE WILL BE COMPULSORY FOR ALL SUCH WORKERS. 


Use of the CPP contributor base is recommended by the Commission 
primarily for administrative reasons. Our coverage study shows that 
about 97 per cent of paid workers and self-employed persons DmOntarlo 
have been covered by the CPP between 1969 and 1976. 


SH all 


The Commission received some evidence that it was possible to 
accrue a suitable pension over a period of 25 to 30 working years and 
that therefore persons should not be required to join pension plans 
before age 35 or 40 (assuming a retirement age of 65). That position 
assumes, however, that the worker stays with the same employer through- 
out that period and (probably) receives a pension based on a defined 
benefit. The Commission's concern is for the broken service employee 
and the mobile employee who would not have the opportunity for pension 
accrual on this basis. In addition, PURS is on a money-purchase basis 
where the longer money is invested the greater will be the benefit of 
compound interest. The Commission therefore is of the opinion that 
possible unfavourable reaction by those at young ages towards compulsory 
contributions at age 18 will be offset by the individual's opportunity 
to see the growth in his or her own individual account as savings for 
retirement. Those with interrupted work patterns will still not receive 
the full PURS expectation and therefore it is important that all work 
experience be covered as it is for the CPP. 


Funding 


THE SYSTEM WILL BE BASED ON A MONEY-PURCHASE, INDIVIDUAL ACCOUNT, 
DESIGN AND WILL BE FUNDED BY CONTRIBUTIONS OF BOTH EMPLOYERS AND EMPLOY- 
KES MADE BY PAYROLL DEDUCTION. 


The Commission had estimates prepared of the rates of contribu- 
tion required to ensure a pension annuity of 30 per cent of the AIW on 
retirement. The estimates were based on the Commission's most probable 
economic assumptions used throughout its studies. We also include 
estimates for lower percentages of the AIW for comparative purposes. 
Careful consideration of the effect on total pension costs for both 
employer and employee will have to be given in setting the percentage 
of the AIW to be secured. The net replacement ratio analysis is a 
useful tool for this purpose. The Commission believes that contri- 
butions should be set at the lowest possible percentage commensurate 
with providing a reasonable net replacement ratio, taking into account 
retirement income from government programs and PURS sufficient to allow 
continuance of pre-retirement living standards into retirement. To 
maintain this minimum approach will then permit employees to supplement 
their retirement income needs in ways suitable to individual desires and 
will permit employers to develop additional retirement income arrange- 
ments as they see fit. 


Following are the percentages of pay required from a person age 
18 in 1983 to provide the stated straight life annuity alternatives, 
under the Commission's most probable assumptions and assuming the work- 
er's earnings are at the level of the Average Industrial Wage (AIW) 
throughout: 


Shi2 


Table 1 


Contribution percentages, 


norelevel liftesannuity ‘of Male(a) Female(a) 
(Per cent) 

20 per cent of final year's pay JZ 4.15 

Zo peGecent,. Of «final. year's. pay 4.41 gabe) 

30 per cent of final year's pay 529 O.23 


a Retirement age 65; retirement on January 1, 2030. 


It should be noted that the accumulation of contributions and interest 
for these calculations assumes a conservative real rate of return on 
investment. Any increase above this rate would result in greater 
benefits. Hence the worker will gain directly from higher yields. 


In determining the proportions in which the cost of PURS should 
be shared the Commission recommends that consideration be given to 
grading the employee's contributions by age to recognize that present 
consumption often takes priority over saving at younger ages. Employee 
contributions therefore could vary in the following manner: 


Age 18 to 30 =- 1 per cent up to the YMPE 
BORO T4 5 a7 —miy lal /2per).cent 
45 to 65/902 per icent 


To prevent age discrimination the Commission recommends that the em- 
ployer contribution be a constant percentage - for example, 2 per cent - 
of wages up to the YMPE. 


Using the above contribution rates and calculating the eventual 
annuities on the same basis as before, the plan would produce pensions 
at the levels shown in Table 2. 


Table 2 


Annuity as per cent of AIW 
in year prior to retirement 
Male(a) Female(a) 
(Per cent) 

20.8 bin §/ 


a Retirement age 65; retire- 
ment on January 1, 2030. 


In both sets of calculations the annuity ceases on the death of 
the retiree, i.e., there is no continuation to a spouse or other person 
and no minimum guaranteed period of payment; the amount of annuity 18s 
determined at retirement and is not indexed. 
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Both Tables 1 and 2 show separate annuity calculations for male 
and female lives. Since legislation would be used to institute PURS, 
the Commission believes it should reflect relevant public policies by 
requiring PURS annuities to be calculated on a unisex basis. Details 
of this recommendation will be found in Chapter 1l. The options for 
escalating and participating annuities recommended in that chapter 
should also apply to PURS. 


One of the weaknesses of any money-purchase plan is that the holder 
may be obliged to purchase an annuity at unfavourable rates merely 
because interest rates are low at the time of retirement.” The Com= 
mission therefore recommends that some flexibility be built into the 
PURS structure, giving the holder the option of purchasing part of the 
annuity prior to retirement to allow some smoothing of interest rates 
and hence annuity cost. For example annuities might be purchased within 
a period of three years before although payable at age 65, and up to 
three years after retirement. Some protection against multiple fees 
would have to be worked out through regulatory control. 


Portability, Vesting, and Locking-in 


ALL CONTRIBUTIONS, BOTH EMPLOYEE AND EMPLOYER, WILL BE IMMEDIATELY 
VESTED AND LOCKED-IN, WITH A REFUND OF EMPLOYEE'S CONTRIBUTIONS MADE 
AVAILABLE TO THOSE BELOW THE YBE. EMPLOYER CONTRIBUTIONS FOR THESE 
EMPLOYEES WOULD BE ALLOCATED TO ADMINISTRATIVE COSTS. ALL OTHER EM- 
PLOYER CONTRIBUTIONS ARE ALLOCATED DIRECTLY TO THE EMPLOYEE'S INDIVIDUAL 
ACCOUNT AND ARE FULLY VESTED IMMEDIATELY. ALL MONIES ACCRUING IN 
INDIVIDUAL ACCOUNTS ARE COMPLETELY PORTABLE. 


This design again follows the CPP in providing immediate vesting 
and locking-in. This is particularly important to employees with broken 
employment patterns who might never accrue any pension benefits under 
existing employment pension plans, even with vastly improved vesting 
rules. PURS also covers part-time workers to the extent they are 
employed. Job mobility is not hampered by fear of losing pension 
rights. Locking-in is justified on the basis that the scheme is purely 
to provide pensions. In addition, the individual alone will benefit 
from the accumulating account, and will have some control over its 
investment. 


Plan Features 

a) Annuity 
Monies accrued up to age 65, when contributions cease, will be 
available any time until the contributor's 7lst birthday for the 
purchase of a life annuity. No cash withdrawal will be permitted 


except when the annuity would be a minimal amount. The contribu- 
tor, subject to spouse rights, will have the option of various 
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types of annuity guaranties as well as access to the escalating and 
participating annuity types. 


b) Spouse Rights 


Where the contributor is married at the time of purchasing the 
annuity, the annuity option selected must provide for at least a 60 
per cent survivor benefit for the spouse, unless the spouse waives 
such protection in writing. "Spouse" will have the same meaning as 
under the CPP. 


c) Death Benefits 


If the contributor dies before withdrawing the funds from the ac- 
count, the estate will succeed to the total amount of the account 
subject to the spouse's rights recommended in Chapter 1l. 


These features preserve a symmetry with the OAS and the CPP with 
regard to age of eligibility and form of benefit. The spouse is pro- 
tected against the early death of the annuitant but the protection can 
be waived by the spouse. The Commission recognizes that there may 
be circumstances in which a survivor benefit for the spouse is not 
necessary or appropriate. The basic goal of providing retirement income 
for life is maintained throughout. 


Deposit Vehicle 


THE CONTRIBUTOR MAY CHOOSE THE FINANCIAL INTERMEDIARY TO RECEIVE 
AND INVEST HIS OR HER CONTRIBUTIONS AND THOSE OF THE EMPLOYER. THE 
CONTRIBUTOR MAY CHANGE THE FINANCIAL INTERMEDIARY FROM TIME TO TIME BUT 
SHALL HAVE ONLY ONE ACCOUNT AT ANY ONE TIME. 


Financial intermediaries could include trust companies, life insur- 
ance companies, credit unions, and investment managers resident in 
Ontario. Where the contributor does not select a financial intermediary, 
the funds would be deposited with a Central Pension Agency for Ontario, 
wnich would be empowered to invest the funds it receives. Such an 
institution, however, would be an agency of last resort, since it is 
likely that most contributors would choose a private financial inter- 
mediary where investment policy might be less conservative. It is not 
the Commission's intention to encourage another institution with the 
power of Quebec's Deposit and Investment Fund. PURS accounts would be 
Operated by all financial intermediaries, according to a format designed 
SO as to avoid confusion with the existing RRSP system. 


The Commission is of the opinion that the contributor should be 
free to choose the financial intermediary and as far as possible to di- 
rect the investment of funds within the rules for eligible investment. 
This will go some way toward answering the criticism of employees whose 
contributions are now locked into pension plans of former employers with 
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low rates of return. There would have to be some limitation on the 
frequency of changing financial intermediaries; once a year might be 
reasonable. There would also have to be some control on the size and 
structure of the fees intermediaries could charge for handling the 
accounts. 


Investments 


FUNDS WOULD BE INVESTED IN THE SAME KINDS OF INVESTMENT NOW PER- 
MITTED FOR PENSION FUNDS IN ONTARIO EXCEPT THAT FOREIGN INVESTMENTS 
WOULD BE EXCLUDED. 


The Commission feels strongly that investment funds are needed to 
develop the Canadian economy and that requiring investments to be kept 
in Canada would not be too restrictive. Where funds are pooled for 
investment by the intermediary, rules governing the percentage to be 
placed in various classes of investment (such as now provided under the 
Pension Benefits Act) should be applied. Self-administered investing by 
individual contributors would not be permitted as it is now for RRSPs 
until experience with the operation of the plan indicates whether this 
extension would be feasible. 


Administration 


CONTRIBUTIONS BY EMPLOYEES SHOULD BE MADE BY PAYROLL DEDUCTION AND 
SUBMITTED WITH EMPLOYER CONTRIBUTIONS EITHER DIRECTLY TO THE CENTRAL 
PENSION AGENCY IN ONTARIO WITH THE NECESSARY INFORMATION FOR ALLOCATION 
TO INDIVIDUAL ACCOUNTS OR THROUGH REVENUE CANADA (TAXATION) IN A FASHION 
SIMILAR TO THAT FOR CPP CONTRIBUTIONS. FUNDS WOULD BE CREDITED TO THE 
CONTRIBUTOR'S INDIVIDUAL ACCOUNT VIA SOCIAL INSURANCE NUMBER AT THE CEN- 
TRAL PENSION AGENCY OR AT THE DEPARTMENT OF NATIONAL HEALTH AND WELFARE 
AND THE FUNDS WOULD THEN BE REMITTED TO THE FINANCIAL INTERMEDIARY FOR 
INVESTMENT. 


The CPP collection arrangements have proved efficient and not 
unduly costly. An arrangement for similar collections for PURS would be 
desirable to avoid a great deal of additional paperwork. Health and 
Welfare Canada already has CPP records by social insurance numbers which 
might be utilized. However, if such arrangements are not possible, 
contributions could be remitted to an Ontario Central Pension Agency for 
recording and allocation among the financial intermediaries. Some 
of the cost of this operation could be offset by interest earned on 
monies held for short periods between receipt and allocation, as is 
presently done for the CPP. Contributions from employees would be 
deducted from payroll and remitted by the employer together with the 
employer's contributions. Self-employed persons would have to make 
contributions directly or through Revenue Canada as is now done for the 
CPP. Remittance to the financial intemnediary for investment should be 
made at reasonable times, taking into account the administrative expense 
and the minimal amounts for investment if remittance is too frequent. 
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Interest could be credited at a reasonable rate on all amounts held by 
the Central Agency pending remittance for investment. 


Income Tax Deductibility 


EMPLOYER AND EMPLOYEE CONTRIBUTIONS WOULD BE DEDUCTIBLE FOR INCOME 
TAX PURPOSES. 


Arrangements would have to be made with Revenue Canada for the de- 
ductibility for income tax purposes of all contributions, both employer 
and employee, within the framework of the deductions now allowed for 
registered pension plans and Registered Retirement Savings Plans. 


Opting-Out and Integration with Employment Pension Plans 


PURS WOULD BE A UNIVERSAL PLAN, BUT OPTING-OUT WOULD BE ALLOWED IN 
STRICTLY DEFINED CIRCUMSTANCES. COST AND DESIGN CONSIDERATIONS REQUIRE 
BOTH INTEGRATION WITH PURS AND A FAIRLY LONG PERIOD FOR PURS TO BE 
PHASED IN FOR EXISTING PLANS. 


The Commission is reluctant to discourage the continuation of 
existing employment pension plans and therefore recommends that an 
employer with a plan in force at the date PURS becomes effective may opt 
out of making contributions and remittances to PURS where comparable 
benefits on a money-purchase basis are guaranteed under the existing 
pension plan. The nature of the benefit must contain all the features 
of PURS, except that the employee will not be able to choose the finan- 
cial intermediary for investment, since the employer will invest the 
contributions in his own pension fund. In that event, however, the 
employer must provide some guarantee as to the rate of return on the 
monies in the employee's individual account and will have to make. con- 
tributions at the times required for PURS. The comparability of the 
employer's pension and PURS as to benefits, guarantee, and protection in 
the event of windup will have to be carefully assessed by the Pension 
Commission of Ontario. If opting-out on this basis is considered to be 
impractical then PURS should be obligatory for all employers. 


For employers having no pension plan at the time PURS comes into 
effect there should be no delay in participation. 


For employers having pension plans, in particular contributory 
pension plans, with opting out possible, it will be necessary to allow 
sufficient time for plan redesign and for provision to protect those who 
are already well into their working careers. It will also be necessary 
to allow collective bargaining agreements already in force to expire. 
The Commission could envisage 1982 for the starting date of PURS and 
1984 for the effective date by which it should apply to pension plans 
now in force. With opting-out, for example, an employee would be 
entitled to the PURS benefits, plus any benefits accrued in the existing 
plan to the date PURS became effective for the employee, plus any bene- 
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fits accrued in the plan above the PURS minimum from the time PURS 
became effective to date of retirement. Future benefits under existing 
plans may be cut back so that the total retirement income from govern- 
ment programs, PURS and the employer's plan, will not provide more in 
retirement than is necessary to maintain a measure of pre-retirement 
income. Employers will probably wish to re-examine in depth the effec- 
tiveness and cost of their own particular plans. The employer who opts 
out will also have to decide whether to avoid increased labour costs or 
allocate the monies to provide other benefits such as group insurance. 


Long-Range Impact of PURS 


WHEN PURS MATURES IN FORTY-SEVEN YEARS (18 to 65) IT SHOULD PROVIDE 
SUFFICIENT PENSION COVERAGE FOR THOSE AT OR BELOW THE AIW TO ALLOW THEM 
TO ENTER RETIREMENT WITH A SENSE OF ECONOMIC SECURITY. 


For those retiring in the meantime, at least some money will have 
been set aside to provide benefits above those of the existing govern- 
ment programs. It will be visible to the workers and will have the 
character of a personal asset. A corollary effect will be an immediate 
reduction in the cost of GIS, since even a modest level of PURS benefits 
would reduce if not cancel out GIS payments. 


Its quickest impact would be to raise the level of long-term sav- 
ings in Canada. Monies invested through PURS will create more funds 
available to private undertakings and should thereby assist in moder- 
ating interest rates and in building a firm base for private business in 
Ontario. In assisting development in the private sector, other things 
being equal, PURS would have a tendency to reduce inflation and to 
facilitate job creation. 


PURS in Contrast with the Canada Pension Plan 


It may be argued that the goal of maintaining a pre-retirement 
Standard of living into retirement could be met more easily by expanding 
the CPP, and indeed many unions have urged just that. If the CPP were 
expanded to 50 per cent of the AIW, all present contributors would get a 
proportionate increase in pension, not only those retiring after PURS 
has matured. Benefits would also be fully indexed to cost-of-living 
increases. An attractive proposal, to be sure, but the costs as well as 
the benefit must be considered. 


The financing of the CPP has already raised serious questions 
in the pension debate. The contribution rate for existing benefits 
will have to be raised eventually. If the level of CPP benefits were 
expanded instead of using PURS the contribution rates would have to 
be raised still more. PURS, on the other hand, has a level contribution 
rate and will always be fully funded for each contributor on an indi- 
vidual account basis. The account is visible and is paid for by the 
individual who will ultimately benefit, not by a complex system of 
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inter-generational transfers. If PURS is instituted now before CPP 
contributions must be increased, we will be using the time and the 
monies saved now to build fully funded benefits for the future. 


A number of questions about funding the CPP were asked the respon- 
dents to our Consumer Survey. The answers are discussed in detail in 
the volume dealing with the CPP. The answers regarding the preference 
for cross-generation funding or generation self-funding are relevant 
here. Nine-hundred and ninety-eight respondents were asked which of the 
two methods they would prefer (after each method had been explained). 


Cross-generation funding preferred 38.8 per cent 
Generation self-funding preferred 47.1 per cent 
Don't know/No answer 14.1 per cent 


"Tf the respondents who did not state an opinion were removed from 
the calculations, approximately 55 per cent of those who did answer 
prefer generation self-funding and of these, 78.7 per cent stated 
they would be willing to increase their CPP contributions in order 
to pay for their ow retirement benefits. However, it should be 
pointed out that this 78.7 per cent represents only 43.1 per cent 
of all respondents asked the question on funding."(3) 


We know there is no such thing as a free pension. The question is 
who is to pay the cost. The CPP today pays high benefits in proportion 
to total contributions made by the persons now receiving those benefits. 
In the unions' view an increased CPP is a "good deal" and therefore a 
desirable goal. While the overbalance of benefits to contributions 
today may be fair for today's elderly, who came through the Depression 
and world wars, it is doubtful if today's younger worker needs to be 
subsidized by tomorrow's workers. In any case, the cost of paying for 
the current level of CPP, plus GIS, plus OAS, will be a heavy burden for 
tomorrow's worker if nothing is done now to change the balance. PURS 
will allocate the cost of the benefit on an individual basis and will 
also reduce the cost of the GIS. 


Another serious question about the CPP is its effect on savings. 
CPP does not create long-term savings of the kind a capital-intensive 
country such as Canada requires. PURS, on the other hand, will serve as 
a source of long-term savings or capital. 


Conclusion 


The Commission has said repeatedly that there is a need for a ra- 
tional system of retirement income. While the government is committed 
to the social goal of providing a minimum floor of retirement income for 
those in need there should be some encouragement given to individuals to 
provide for their own needs. The tax incentives given for registered 
pension plans, RRSPs, and deferred profit sharing plans have provided 
this type of encouragement but they have not proved effective for rol ell 
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workers in Ontario. The Commission sees PURS as the answer. It is 
mandatory, and therefore it provides the universal coverage that is 
needed. It is immediately vested and fully portable. It is funded on 
an individual account basis so that each person is encouraged to look 
after his or her own need and is given a vehicle by which to do so. ‘The 
Obligatory contribution from the employer together with the employee's 
graded contribution represent a cost which is a reasonable amount to set 
aside from present consumption for future retirement. The employer in 
turn is assuming a limited and pre-determined cost to discharge an obli- 
gation to the employee for retirement income, whether this obligation is 
seen as a moral one or as deferred wages. 


ALTERNATIVE RECOMMENDATIONS 


Whether or not to institute a mandatory retirement savings plan for 
workers in Ontario will be a major government decision. If such a 
decision cannot be made without delay or if the idea of a mandatory plan 
is rejected outright there are some areas of the existing pension design 
which require amendment. If PURS is adopted, the extent of amendment 
which should be made to existing plans is subject to curtailment for 
cost considerations. Therefore the Commission has developed different 
recommendations for specific provisions of existing plans depending on 
whether or not PURS is adopted. 


Other recommendations discussed elsewhere in the text would apply 
regardless of the adoption of PURS. In either situation changes must be 
phased in over a reasonable length of time to protect existing pension 
plans from additional costs which are not presently taken into consider- 
ation in the funding. For example, interest on refunded contributions 
wnere not provided under the pension plan when the change takes effect, 
might only be calculated for the period after the change takes effect. 
Similar protections would be necessary where the employer would be re- 
quired to assume greater responsibility for the deferred life annuities 
of terminating employees. Care must be taken not to jeopardize the 
rights of the active members of the plan or the pensioners. Technical 
decisions as to the length of time required and the method of phasing-in 
Should be under the guidance of the Pension Commission of Ontario which 
is in the best position to gauge the effect of change on the stability 
of existing plans. If PURS is adopted however and an employer doesv not 
have an existing plan at a designated time, such employer should be 
immediately subject to PURS as there is no need to delay its operation. 


Earlier Vesting 


If PURS is adopted, the Commission recommends that the minimum 
vesting rule in existing plans be changed to require full vesting on ten 
years' continuous service with an employer or ten years' membership in 
the pension plan, whichever first occurs. Many plans have already 
adopted a ten-year vesting rule, some have a five-year rule. Much as 
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the Commission would like to see a uniform move to five years by law, 
it recognizes that the cost of PURS and the changes in the rights on 
termination could be substantial for some employers. Therefore if 
private pension plans are to provide additional retirement income there 
must be scope for employers to amend their plans and apply the available 
monies to the provision of additional benefits for their long-service 
employees. The legislation furnishes a minimum standard and if PURS is 
adopted there is no justification for legislating too high a minimum. 


If PURS is not adopted, the Commission recommends that the vesting 
rule in existing plans be changed to require full vesting on five years' 
continuous service with an employer or five years' membership in the 
pension plan, whichever occurs first. 


Once the rule is changed it should be effective retroactively 
so that those who have already fulfilled the new condition will be 
fully entitled at the time the change in the Pension Benefits Act takes 
effect. The benefits vested, as under the present act, would be accrued 
on and after January 1, 1965 (the "qualification date") or created later 
by a new plan or a plan amendment. 


Locking-In 


If PURS is adopted and has matured the Commission is of the opinion 
that ultimately there should be no locking-in of any part of employee 
contributions to employment pension plans. PURS would provide the 
necessary retirement income and protection for the GIS. Employment 
plans can then be placed on an equal footing with RRSPs and Deferred 
Profit Sharing Plans, where the only limitations on cash withdrawal are 
the tax consequences. As with other changes if PURS is adopted it will 
be necessary to provide for protection in the transition period; there- 
fore locking-in of employee contributions cannot be removed immediately. 


If PURS is not adopted, the Commission recommends that locking-in 
continue to be effective simultaneously with vesting. The right to 
transfer out at least part of the pension value on termination will 
partially answer criticism from the younger employees who will be 
locked-in at earlier ages. (See Chapter 8: Recommendations for Rights 
on Termination. ) 


Eligibility 


If PURS is adopted, employers should be free to adopt reasonable 
eligibility rules for existing plans to suit the particular circum- 
stances. For example, with employment pensions viewed as the optional 
level of retirement income, we can see higher ages for eligibility with 
pension accruals from age 35 or 40. However, since PURS is designed to 
provide a reasonable net replacement ratio on earnings up to the AIW, 
membership in contributory employment pension plans should be at the 
option of the employee and not a condition of employment. 
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If PURS is not adopted, the maximum service requirement for eligi- 
bility in an employment pension plan should be two years for those below 
age 35. Because of the more limited time available for pension accrual 
after that age, we recommend that those 35 or over be eligible after one 
year's service. Except for these minimum requirements, age and service 
requirements may be combined, and the employer may otherwise adjust 
eligibility requirements to suit the circumstances. While this allows 
exclusion of those in the younger age groups, we recognize the need for 
some flexibility in this area to satisfy both employers and the younger 
workers. 


Except for these three specific alternatives all other recommenda- 
tions for employment pension plans should apply in the form recommended 
regardless of the adoption of PURS. 
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NOTES 


Ca) 


(2) 


(3) 


Brief 304, Canadian Labour Congress and Brief 221, Ontario 
Federation of Labour. 


See for example, the high net replacement ratios for modest annuity 
income set out in Chapter 8, Tables 6 and 7. 


Consumer Survey, Question 14 a) and b). 
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